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PAUL  GRADY 

called  on  behalf  of  the  defendants ;  sworn. 

The  Clerk :     State  your  name  to  the  Court,  please. 
The  witness :     My  name  is  Paul  Grady,  G-r-a-d-y. 

Direct  Examination 
By  Mr.  Adams: 

Q.     Where  do  you  reside,  Mr.  Grady? 

A.     I  reside  in  Greenwich,  Connecticut. 

Q.    And  you  have  your  office  in  New  York? 

A.     That  is  correct. 

Q.     What  is  your  profession? 

A.     I  am  a  certified  public  acountant. 

Q.     Are  you  now  associated  with  Price,  Water- 
house  &  Company?  A.     I  am. 

Q.     In  what  capacity? 

A.     I  am  a  partner  of  the  firm. 

Q.     In   how   many    States,   Mr.    Grady,    do   you 
hold  a  certificate  as  a  certified  public  accountant? 

A.     Eleven  States,  including  the  State  of  Califor- 
nia. [1233] 

Q.  Did  you  study  acountancy  in  college? 

•     A.  I  did. 

Q.  And  where? 

A.  At  the  University  of  Illinois. 

Q.  When  did  you  graduate? 

A.  I  graduated  in  1923. 

Q.  With  what  degree? 

A.  With  a  degree  of  Bachelor  of  Science. 

Q.  What  was  your  first  association  as   an  ac- 
countant ? 
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A.  Almost  immediately  after  graduation  from 
the  University  of  Illinois  I  became  a  member  of  the 
staff  of  Arthur  Anderson  &  Company  in  Chicago. 

Q.  How  long  did  you  remain  with  Arthur  An- 
derson &  Company? 

A.    Approximately  nineteen  years. 

Q.  And  at  that  time,  a  part  of  that  time,  you 
were  a  partner  in  that  firm? 

A.  I  was  a  partner  the  last  ten  years  of  my 
association  with  the  firm. 

Q.  While  you  were  with  Arthur  Anderson  & 
Company  did  you  specialize  in  any  particular  field 
of  accounting  work? 

A.  I  specialized  in  public  utility  accounting,  al- 
though that  was  not  exclusively  my  type  of  work. 

Q.  And  were  you  in  charge  of  the  public  utility 
work  for  Arthur  Anderson  &  Company? 

A.  I  was  in  charge  of  the  public  utility  work 
in  the  New  York  [1234]  office  of  Arthur  Anderson 
&  Company  for  a  period  of  five  years.  Subsequently 
I  was  in  charge  of  the  public  utility  work  for  the 
entire  firm  for  a  period  of  approximately  three 

years. 

Q.  When  did  you  leave  Arthur  Anderson  & 
Company?  A.     The  early  part  of  1942. 

Q.    And  what  was  your  next  association? 

A.    I  left  Arthur  Anderson  &  Company  to  go 
with  the  United  States  Navy  Department  at  the  ^ 
request  of  Secretary  Forrestal,  for  the  purpose  of 
assisting  in  the  organization  and  determination  of 
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the  policies  of  the  cost  inspection  service  of  the 
Navy  Department,  that  being  the  auditing  organiza- 
tion of  the  Navy  that  was  set  up  during  the  war- 
time period  to  audit  procurement  contracts. 

Q.  And  would  you  describe  briefly  the  work  you 
did  for  the  Navy. 

A.  Well,  during  that  period  my  technical  posi- 
tion was  executive  assistant  in  the  Secretary's  office, 
and  I  was  assigned  to  the  Cost  Inspection  Service 
in  the  Bureau  of  Supplies  and  Accounts.  I  assisted 
in  setting  up  the  policies  in  the  preparation  of  the 
audit  manual  covering  the  procedures  by  which 
contracts  were  to  be  audited,  and  assisted  in  setting 
up  the  form  of  organization  and  in  obtaining  com- 
petent accounting  personnel  to  fill  the  key  spots 
in  the  organization.  The  organization  had  approxi- 
mately 6000  employees  after  it  was  fully  in 
operation. 

Q.  When,  Mr.  Grady,  did  you  become  associated 
with  Price,  [1235]  Waterhouse  &  Company? 

A.  I  became  associated  with  Price,  Waterhouse 
&  Comi)any  in  May  of  1943,  after  the  completion  of 
my  full-time  assignment  with  the  Navy  Department. 

Q.  Now,  would  you  describe,  please,  in  general- 
the  fields  in  which  you  worked  as  an  accountant. 

A.  During  the  period  of  something  over  a  quar- 
ter of  a  century  I  have  had  experience  in  public 
utilities,  railroads,  manufacturing,  general  merchan- 
dise and  financial  type  of  business  enterprises.  I 
have  also  had  considerable  experience  with  Govern- 
ment corporation  type  of  activities,  as  represented 
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by  the  Reconstruction  Finance  Corporation,  Federal 
Deposit  Insurance,  Rubber  Reserve  and  Rubber 
Development,  to  name  some  of  them.  [1236] 

Q.  In  respect  of  those  governmental  agencies, 
you  have  been  engaged  in  work  for  the  government 
of  an  accounting  nature? 

A.     That  is  correct,  accounting  and  auditing. 

Q.  Have  you  recently  been  connected  with  the 
commission  on  the  organization  of  the  executive 
branch  of  the  United  States  Government? 

A.    I  have. 

Q.  That  is  the  commission  sometimes  known  as 
the  Hoover  Commission?  A.     That  is  correct. 

Q.  What  work  have  you  done  for  that  com- 
mission ? 

A.  I  was  given  the  responsibility  for  making 
the  survey  of  the  lending  agencies  of  the  govern- 
ment for  the  purpose  of  preparing  factual  reports 
as  well  as  a  report  on  recommendations  to  the 
commission  for  the  commission's  consideration  in 
arriving  at  their  own  recommendations  to  Congress. 

Q.  Have  you  recently  made  studies  for  the  na- 
tional military  establishment? 

A.  I  have  been  a  member  of  a  committee  of 
five  which  has  undertaken  a  rather  comprehensive 
survey  of  the  accounting — and  by  that  I  mean  not 
only  accounting  in  the  sense  of  records  but  also  in 
the  broader  sense  of  accounting  control  and  budg- 
etary procedures — of  the  national  military  establish- 
ment   for    the    purpose    of    arriving    at    specific 
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recommendations  for  the  Secretary  of  Defense,  and 
I  might  add  that  our  report  was  likewise  used  [1237] 
by  the  task  force  covering  the  area  of  the  Depart- 
ment of  Defense  for  the  Hoover  Commission. 

Q.  Of  what  professional  societies  are  you  a  mem- 
ber? 

A.  I  am  a  member  of  the  New  York  State 
Society  of  Certified  Public  Accomitants;  the  Illinois 
Society  of  Certified  Public  Accomitants;  and  the 
American  Institute  of  Accountants.  The  latter  is 
the  national  professional  organization  of  certified 
public  accountants. 

Q.  Have  you  been  a  member  of  some  of  the  com- 
mittees of  the  American  Institute  of  Accountants? 

A.  Yes,  I  have  been  a  member  of  quite  a  few 
of  the  committees. 

Q.  And  you  have  been  a  chairman  of  some  of 
those  committees?  A.     Yes,  sir. 

Q.  Would  you  name  some  of  the  committees  of 
which  you  have  been  chairman? 

A.  I  was  chairman  of  the  American  Institute 
committee  on  Public  Utilities,  in  1939  and  1940.  I 
was  also  chairman  of  the  committee  on  Auditing 
Procedure,  which  is  one  of  the  two  principal  tech-- 
nical  committees  of  the  Institute,  during  the  four 
years  that  just  ended  last  fall. 

Q.  You  have  done  some  writing  on  accounting 
questions  ? 

A.  Yes,  I  have  written  a  fairly  numerous  amount 
of  articles. 
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Q.  Could  you  give  me  a  brief  description  of  the 
nature  of  your  publications? 

A.     Most  of  them  deal  with [1238] 

The  Court:  Mr.  Adams,  is  this  witness  going  to 
testify  to  the  same  subject  matter  that  the  account- 
ant testified  for  the  plaintiff'? 

Mr.  Adams:     No,  your  Honor. 

The  Witness:  Most  of  them  deal  with  account- 
ing, auditing  and  financial  subjects,  and  they  have 
been  published  for  the  most  part  in  professional 
type  of  publications— I  mean  of  the  American  Insti- 
tute of  Accounting  or  the  American  Accounting 
Association,  which  is  the  national  organization  of 
accounting  instructors. 

Q.  Have  you  had  any  accounting  experience  with 
the  railroad  industry? 

A.  Yes,  I  have  had  accounting  experience  with 
the  railroad  industry. 

Q.     When  did  that  begin? 

A.  Well,  it  began  in  the  early  1920 's,  in  the 
early  days  of  my  auditing  experience.  The  princi- 
pal amount  of  it  during  that  period  related  to 
interurban  electric  railways,  which  at  that  time 
were  quite  commonly  owned  in  affiliation  with  public 
utility  groups.  I  have  likewise  had  some  experience 
in  steam  railroads.  Would  you  like  me  to  describe 
it  or  is  that  a  part  of  the  question? 

Q.  Would  you  please  give  a  general  description 
of  your  accounting  experience  in  the  railroad  in- 
dustry, adding  anything  you  had  in  mind  to  supple- 
ment what  you  have  already  said. 

t 
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A.  I  have  made  the  purchase  investigations  of 
the  Alton  Eastern  [1239]  Railway,  the  Litchfield 
and  Madison,  Illinois  Terminal.  I  have  supervised 
special  studies  of  the  accounts  of  the  Illinois  Central 
Railroad.  I  have  recently  been  engaged  in  the  rate 
case  proceedings  for  the  Canadian  Pacific  Railroad 
in  Canada.  I  have  likewise  been  consulted  from 
time  to  time  in  connection  with  accounting  and  audit- 
ing matters  for  railroad  clients  handled  by  my 
firm,  which  includes  the  New  York  Central  Rail- 
road, Missouri  Pacific,  Frisco,  Kansas  City  and 
Southern,  Chicago,  Rock  Island  and  Pacific. 

Q.  Mr.  Grady,  in  your  accounting  work  have 
you  had  occasion  to  consider  accounting  problems 
of  affiliated  companies?  A.     Yes,  sir. 

Q.  Would  you  say  that  your  work  in  that  con- 
nection has  been  a  substantial  part  of  your  account- 
ing experience? 

A.     Yes,  it  has  been  a  substantial  part. 

Q.  Could  you  give  me  roughly  an  estimate  of 
what  part  of  your,  work  has  been  with  the  problems 
of  affiliated  companies? 

■  A.  I  should  judge  that  most  of  my  accounting 
and  auditing  experience  has  been  related  to  groups 
of  more  than  one  company,  that  is,  a  group  contain- 
ing more  than  one  company  in  the  corporate  struc- 
ture, to  the  extent  of  perhaps  more  than  50  per 
cent  of  my  total  time. 

Q.  When  did  your  work  involving  affiliated 
groups  begin? 


1370       Western  Pacific  R.R.  Corp.,  et  ah,  vs. 

(Testimony  of  Paul  Grady.) 

A.  That  began  in  the  very  early  days  of  my 
experience. 

Q.     Has  it  continued  up  to  the  present  time. 

A.     Yes,  sir. 

Q.  In  connection  with  your  work  on  groups  of 
affiliated  corporations,  have  you  had  occasion  to 
consider  the  tax  problem  of  these  groups? 

A.  From  an  auditing  and  accounting  viewpoint, 
Mr.  Adams,  yes. 

Q.  In  that  comiection  have  you  had  occasion  to 
consider  the  allocation  of  taxes  among  group  num- 
bers under  consolidated  returns  *? 

A.  Yes,  that  is  one  of  the  problems  with  which 
I  would  deal. 

Q.  How  does  that  matter  come  to  your  attention 
in  your  work? 

A.  In  the  examination  of  the  tax  accounts — by 
that  I  mean  the  tax  accrual  accounts,  which  are  the 
liability  accounts,  and  the  tax  provisions,  which 
are  expense  accounts — it  is  necessary  in  the  exami- 
nation of  any  group  of  companies  for  the  independ- 
ent accountant  to  determine  three  things: 

First,  that  the  liabilities  for  federal  income  taxes 
for  all  years  which  may  be  open  are  reasonably 
provided  for; 

Second,  that  the  tax  provisions  for  the  particular 
year  for  which  income  statements  are  being  given 
are  reasonable  provisions  in  relation  to  the  taxes 
owed  to  the  government  on  account  of  the  operations 
for  those  years; 
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And  thirdly,  that  the  allocations  within  the  group, 
between  affiliated  companies,  are  on  some  reasonable 
basis.  The  latter  point  is,  of  course,  particularly 
important  where  the  accountant  is  asked  to  give 
his  opinion  with  respect  to  the  financial  [1241]  state- 
ments of  individual  companies. 

Q.  Are  you  familiar,  Mr.  Grady,  with  the  cus- 
tomary business  practice  for  allocating  taxes  under 
consolidated  returns  ? 

Mr.  Phleger:  May  it  please  the  Court,  I  am 
going  to  object  at  this  time  as  it  is  perfectly  evident 
what  the  course  of  subsequent  questions  will  be. 
I -object  to  this  whole  line  of  testimony.  I  take  it 
that  what  counsel  is  trying  to  do  now  is  to  prove, 
if  there  be  such,  some  general  practice  of  allocating 
the  taxes  between  companies  joining  in  a  consoli- 
dated return,  and  I  submit  that  the  testimony  is 
irelevant,  incompetent  and  immaterial.  I  have  pre- 
viously urged  that  the  practice  of  those  companies 
themselves  is  not  admissible.  How  any  general  cus- 
tom, if  there  be. such,  would  be  admissible  is  wholly 
beyond  me.  It  is  not  even  shown  that  the  custom 
was  known  to  the  parties.  We  have  a  situation 
here  which  counsel  on  the  other  side  has  said  is 
unique,  and  it  seems  to  me  that  this  testimony 
therefore  is  utterly  irrelevant,  incompetent  and  im- 
material. If  the  witness  proposes  to  testify  as  to 
what   the   law   is,   then  it   is   also   not   admissible. 

Mr.  Adams:     Are  you  finished? 

Mr.  Phleger:     Yes. 
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Mr.  Adams:     First,  responding  to  the  last  state- 
ment that  Mr.  Phleger  made,  we  do  not  have  any 
purpose,  your  Honor,  to  ask  the  witness  to  testify 
with  regard  to  the  law,  of  course.     The  law  is  for 
your  Honor  to  determine,  and  no  testimony  from 
this  witness  is  adducible  on  the  subject  of  what  the 
law  is.     Our  puTpose  in  producing  this  witness  to 
give  testimony  with  regard  to  the  business  practice, 
is  that  only,  and  I  think  counsel  has  fairly  stated 
that  he  anticipates  that  is  our  purpose,  and  it  is 
our  purpose.    We  propose  to  draw  to  your  Honor's 
attention,  as  a  material  factor,  a  business  factor 
as  a  fact  that  your  Honor  may  consider.    We  expect 
to  show  that  under  the  established  business  practice 
for  the  allocation  of  taxes,  the  taxes  are  allocated 
among  the  members  of  the  group  without  making 
any  payment  such  as  the  plaintiff  demands  here. 
And  in  my  opening  statement  to  the  court,  I  said 
we   expected  to  adduce  proof  of  the  practice   of 
business   as   one   of  the   elements   in   our   defense. 
Of  course  we  are  not  boimd  by  plaintiff's  theory — 
your  Honor  has  referred  to  that.     We  expect  to 
show  that  the  only  recognition  given  in  business 
practice,  at  the  most,  is  recognition  to  a  particular 
company  that  joins  in  a  consolidated  return,  which 
will  put  it  in  a  position  not  less  favorable  than 
it  would  have  been  on  a  separate  return  basis.     In 
this  case  the  corporation  would  have  been  in  no 
different  position,  the  plaintiff,  on  a  separate  return 
basis. 
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Now  we  have  called  Mr.  Grady  to  produce  testi- 
mony with  regard  to  business  practice  and  not  with 
regard  to  any  question  of  law.  That  is  clearly  so. 
Now  your  Honor,  we  think  this  evidence  does  bear 
directly  on  the  fundamental  issue,  whether  the  plain- 
tiff has  a  claim.  The  claim,  it  is  admitted,  is  [1243] 
predicated  upon  a  position  it  was  of  no  consequence 
whatever  to  the  ]3laintiff  corporation,  whether  or 
not  a  separate  or  a  consolidated  return  was  filed. 

And  so  in  bringing  to  your  Honor's  attention  a 
business  practice,  just  as  long  ago  business  prac- 
tices were  brought  before  Lord  Mansfield,  we  believe 
we  are  bringing  to  your  Honor's  attention  a  matter 
of  significance  and  materiality  that  your  Honor 
would  wish  to  consider  in  determining  the  issues 
that  this  particular  case  presents  for  your  Honor's 
determination.  And  it  will  be  our  position  that  in 
many  a  consolidated  return  situation,  there  are  the 
possibility  of  claims  such  as  are  here  presented,  but 
the  fact  is  otherwise.  So  that  in  any  defense  of 
the  matter  before  your  Honor,  though  this  is  defined 
by  plaintiff  in  his  definition  as  a  special  considera- 
tion, will  require  necessarily  consideration  of  the 
effect  such  a  decision  might  have  upon  an  estab- 
lished business  practice  of  not  paying  loss  companies 
for  tax  advantage  of  their  losses. 

May  I  say  further,  in  our  own  theory  of  the  case, 
the  ultimate  question  before  your  Honor  is  whether 
or  not  a  loss  company  is  entitled  to  be  paid  for  the 
tax  advantage  its  loss  brings  to  the  group.    We  do 
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not  agree  with  plaintiff's  view  that  the  iDlaintiff's 
own  ease  j^resents  such  a  special  situation,  that  a 
special  rule  can  be  made  for  it,  different  from 
the  rule  generally  obtaining  in  business  practice. 

Then,  your  Honor,  we  think  this  evidence  is  also 
material  [1244]  in  refutmg  the  interveners'  posi- 
tion; counsel  for  the  interveners,  my  friend,  Mr. 
Levy,  the  other  day  made  a  somewhat  elaborate 
and  to  me,  quite  clear,  statement  of  his  position. 
If  I  may  take  the  privilege  of  paraphrasing  it 
briefly,  as  I  understand  it,  it  was  that  in  view  of 
the  relation  between  the  members  of  the  affiliated 
group,  the  tax  transactions  had  to  be  conducted 
fairly,  and  there  was  a  suggestion  made  that  fair- 
ness required  that  payment  be  made  to  the  loss 
company.  Xow  we  think  the  best  evidence  of  fair- 
ness, or  at  least  material  evidence  of  fairness,  may 
be  fomid  in  the  fact  we  seek  to  prove,  that  Ameri- 
can business  has  never  fomid  occasion  to  make 
payment  for  the  use  of  losses  included  in  consoli- 
dated returns.  We  will  argue  that  this  equity  court 
will  not  impose  a  rule  contrary  to  the  standards 
of  the  business  community  which,  in  our  judgment, 
is  in  fact  predicated  upon  the  notion  that  the  plain- 
tiff corporation  had  a  position  to  exact  or  coerce 
a  pa}Tiient,  though  its  own  joiner  in  the  return  was 
wholly  immaterial  to  itself.  [1245] 

And  then,  if  your  Honor  please,  there  is  one 
other  fact  that  this  matter  of  business  practice  is 
material  to :    Both  of  our  adversaries  have  gone  to 
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great  pains  to  point  out  that  th  e  i:)ersons  who 
handled  the  transactions  had  positions  both  with  the 
plaintiff  corporation  and  with  the  court's  trustees. 
And  it  is  contended  that  by  reason  of  this,  your 
Honor  is  entitled  to  review  what  was  done  at  that 
time.  Now,  it  is  well  established  that  in  any  case 
of  a  review  of  that  sort,  assuming  that  in  this  case 
this  is  an  appropriate  case  for  a  review  of  that 
sort,  the  review  cannot  be  made  on  the  basis  of 
hindsight.  It  must  be  based  upon  a  perception  of 
the  conditions  as  of  the  time  the  transactions  took 
place.  And  it  will  be  our  position  that  the  officers 
and  directors  of  the  corporation  at  that  time  were 
fully  justified  in  handling  this  transaction,  if  they 
followed  what  w^e  seek  to  prove,  namely,  the  estab- 
lished procedures  customarily  used  in  the  business 
field. 

I  have  stated  at  some  length  the  reasons  why  we 
seek  to  introduce  into  the  record  of  this  case  and 
to  bring  before  your  Honor  not  a  question  of  law, 
but  a  question  oi  fact,  as  of  course  the  matter  of 
business  practice  is.  And  those  are  my  purposes 
in  producing  Mr.  Grady  and  conducting  this  exam- 
ination. 

I  might  say  further,  just  directing  your  Honor's 
attention  to  an  allegation  in  the  complaint  in  inter- 
vention, page  20  at  the  bottom,  referring  to  the  tax 
transactions  here  in  [1246]  issue,  "Said  transac- 
tions were  in  violation  of  recognized  and  good 
accounting  practice."     Now,  that  is  another  issue. 
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It  is  not  an  issue  directly  responsive  to  the  question 

of — well,  I  think  it  is.    So  far  as  it  says  that  they 

are  in  violation  of  recognized  and  good  accounting 

practice,  I  would  submit,  your  Honor,  that  proof 

of  what  the  practice  of  independent  industry  was 

with  regard  to  this  matter  would  be  responsive  to 

this  allegation.     That  is  an  adidtional  ground  to 

those  I  have  heretofore  stated,  on  the  basis  of  which 

we  submit,  your  Honor,  that  the  evidence  sought 

to  be  adduced  with  regard  to  the  business  practice 

in  this  very  matter  is  material  and  relevant  to  the 

issues  in  this  case. 

4«-     *     * 

Mr.  Adams:  May  I  just  add  one  minor  remark? 
Counsel  in  stating  an  objection  referred  to  the  fact 
that  the  practice  or  custom  that  I  seek  to  adduce 
at  this  time  has  not  been  shown  to  be  known  to  the 
parties.  I  do  not  think  that  is  material,  but  if  it 
is  material,  we  have  evidence  by  which  we  can 
connect  it  up. 

Mr.  Levy:  Your  Honor,  there  is  just  a  question 
or  tv\^o  to  Mr.  Adams,  to  clarify  my  own  under- 
standing of  what  the  function  of  this  witness  is. 
Is  the  witness  produced  to  [1247]  testify  as  to  busi- 
ness practice,  accounting  practice,  or  both? 

Mr.  Adams:  The  witness  is  produced  to  testify 
to  the  practice,  custom  and  usage  of  business.  I 
am  not  at  all  clear  whether  I  shall  ask  him  any  ques- 
tions about  accounting  practice,  but  he  is  of  course 
experienced  in  that,  and  I  would  not  have  the  slight- 
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est  objection  to  his  being  asked  by  any  counsel  on 
ac-counting  practice,  regardless  of  whether  or  not 
I  opened  that  subject  with  him.  [1248] 


The  Court:  I  am  not  discussing  this  matter 
with  you  on  the  theory  that  I  think  the  plaintiff  is 
entitled  to  recover  in  the  case.  I  just  don't  see  the 
point  of  what  any  affiliated  company  has  done  in 
the  past  as  a  matter  of  practice  in  these  returns, 
because  they  have  all  been  decisions  that  have  been 
made  by  the  parent  company,  and  when  the  parent 
company  decided  that  it  was  proper  to  file  affiliated 
returns,  it  filed  them,  and  of  course  there  is  no 
dispute  about  the  fact  that  the  parent  company 
filed  the  affiliated  returns  whenever  it  decided  it 
was  [1253]  proper  to  do  so.  What  we  have  in  this 
case  is  not  concerned  with  that.  It  is  a  question 
whether  under  these  circumstances,  according  to 
what  I  have  heard  so  far,  the  parent  company  did 
decide  to  file  this  affiliated  return  in  this  case  under 
the  circumstances,  whether  it  was  the  decision  and 
action,  in  fact,  under  the  particular  circumstances 
that  we  have  here  of  the  parent  company,  No.  1; 
if  it  was  not,  then  was  there  any  liability  or  right 
that  accrued  to  the  parent  company  by  virtue  of 
what  was  done?  I  do  not  see  that  what  this  wit- 
ness can  say  as  to  the  practice  of  allocating  taxes 
in  this  kind  of  return  would  have  any  particular 
bearing  upon  the  matter.  I  think  I  could  answer 
the  question  for  him.     And  I  do  not  see  that  it 
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would  add  anything  to  it.  I  would  think  that  prob- 
ably you  could  not  put  your  finger  on  a  case  in  the 
United  States  where  there  was  an  affiliated  return 
filed  where  anybody  ever  allocated  any  taxes  be- 
tween the  companies.  Why  should  they?  There 
would  not  be  any  purpose  to  it. 

Mr.  Adams:  Your  Honor,  I  think  from  that 
standpoint  the  investigation  we  have  made  and  the 
experience  of  Mr.  Grady  would  aid  your  Honor 
because  there  is  a  standard  practice  of  allocating 
taxes,  and  there  was  twenty  years  ago  an  investiga- 
tion by  the  Federal  Trade  Commission  that  we 
ourselves  as  counsel  expect  to  draw  to  your  Honor's 
attention  under  which  the  Federal  Trade  Commis- 
sion investigated  the  practices  of  holding  companies 
with  respect  to  intercompany  transactions  in  Fed- 
eral income  tax  [1254]  and  certain  practices  of  the 
holding  companies,  literally  the  practice  of  lifting 
up  computed  taxes  from  subsidiaries,  were  found 
to  be  wrong,  and  the  holding  company  act  was 
passed,  and  now  we  have  certain  legal  limitations 
and  rules  of  the  Securities  and  Exchange  Commis- 
sion with  regard  to  that.  But  those  are  matters 
which  are  mentioned  in  response  to  your  Honor's 
thought  that  the  holding  companies  managed  all  of 
this  as  if  it  were  their  own.  Of  course,  as  long  as 
there  is  no  other  interest — ^if  there  is  a  hundred 
per  cent  ownership,  and  no  equity  ownership  in 
the  subsidiary,  the  problem  does  not  arise  any  way 
because  it  makes  no  difference  what  the  parent  com- 
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pany  does  with  its  own.  But  the  problem  immedi- 
ately arises  where  in  the  chain  of  corporations  there 
are  minority  interests,  as  very  frequently  there  are ; 
then  the  question  of  right  comes  up  and  your  Honor 
has  before  him  in  this  case  a  question  of  right.  It 
is  not  a  question  of  what  a  parent  company  has 
power  to  do.  I  am  sure  your  Honor  is  never  going 
to  grant  a  judgment  on  the  basis  that  the  parent 
corporation  had  the  power  to  hold  up  the  court. 

The  Court:  I  am  inclined  to  agree  with  you  on 
that,  but  what  flowed  from  what  was  done  in  this 
case?  What  right  flowed  from  what  happened  in 
this  case,  if  any? 

Mr.  Adams:  Your  Honor  is  going  to  look  to  see 
if  this  plaintiff  corporation  has  a  right.  We  think 
it  would  assist  your  Honor's  consideration  of  that 
matter  to  have  before  your  [1255]  Honor  certain 
facts,  and  we  do  think — this  is  our  own  view  of  the 
matter  and  our  own  case  that  we  are  seeking  to  put 
in — that  the  general  business  practice  is  a  material 
fact,  for  the  reason  that,  as  we  see  it,  if  there  is  a 
general  business  practice  that  is  followed,  then  im- 
mediately the  burden  is  upon  the  other  side  to  show 
why  under  the  particular  circumstances  a  departure 
should  be  made  from  the  general  business  practice. 
I  have  said  this  before,  and  I  do  not  want  to  tax 
your  Honor's  patience  too  much,  but  we  do  regard 
this  as  a  part  of  our  case. 

The  Court:  The  question  would  never  arise 
under  the  general  business  practice,  because  I  do 
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not  think  you  ^Yould  ever  have  any  litigation. 
Absent  the  kind  of  situation  that  you  have  here  be- 
tween companies  that  were  free  agents  to  agree 
with  one  another  to  file  this  type  of  return.  Here 
you  have  a  situation  where  a  third  party,  a  new 
party,  is  getting  the  benefit  of  this  tax  situatioa. 
Now,  maybe  it  is  right  it  should.  I  am  not  attempt- 
ing to  decide  that  question.  I  can  see  that  that  is  a 
difficult  one  upon  which  you  gentlemen  have  given 
me  much  to  think  about.  But  the  problem  that  is 
presented  by  it  is  entirely  different  from  what 
might  happen  in  the  ordinary  business  relationship 
of  parent  and  subsidiary  companies,  where  you  have 
not  the  interposition  of  reorganization  proceedings 
and  all  that  they  entail.  [1256] 

*     *     * 

The  Court:  I  think  there  is  not  a  fair  com- 
parison there  [1263]  with  admiralty  because  it  is 
pretty  much  of  a  different  type  of  jurisdiction. 
But  frankly,  Mr.  Adams,  I  cannot  see  that  business 
practices  are  competent  by  way  of  evidence  in  the 
case  unless  it  is  necessary  to  make  use  of  them  in 
order  to  properly  interpret  a  contract,  something 
that  the  parties  have  agreed  to  that  presents  a 
problem  which  needs  explanation  because  of  un- 
certainty or  ambiguity  as  to  the  meaning  of  what 
the  parties  have  agreed  to  do.  Resort  can  always 
be  had,  then,  under  the  old-time  rule  of  Lord  Coke 
(somebody  else  cited  some  other  lawyer,  so  I  will 
cite  one,  too) :     ''You  show  me  what  the  parties 
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have  done  under  the  contract,  and  I  will  tell  you 

what  they  meant  by  their  contract." 

You  can,  evidentially  speaking,  of  course,  produce 
this  type  of  evidence  in  situations  of  that  kind,  but 
all  that  kind  of  evidence,  it  seems  to  me,  would  do 
in  a  case  like  this  might  be  to  lead  the  court  into 
error,  just  as  much  to  your  disadvantage  as  it 
might  be  to  your  advantage  if  you  win  the  case, 
because  a  reviewing  court  might  well  say  the  judge 
was  influenced  by  what  other  people  did  at  other 
times  where  the  disputes  were  not  judicially  deter- 
mined. They  may  say  he  should  not  have  done  that. 
He  ^as  listening  to  rumor ;  he  was  listening  to  what 
they  did  in  the  stock  exchange,  what  the  railroad 
companies  did  between  one  another  as  a  matter  of 
practice.  That  had  an  effect  on  his  mind  which  it 
should  not  have  had.  He  should  have  only  listened 
to  the  relevant  evidence  in  [1264]  the  case.  I  think 
you  may  call  my  attention  by  way  of  argument, 
with  wide  latitude,  to  any  precedents  of  any  kind, 
experiences,  in  an  argumentative  way,  in  support 
of  the  reason  and  justice  of  your  side  of  the  case, 
but  I  think  that  this  type  of  evidence  would  produce 
error  if  the  Court  were  to  admit  it.  I  think  there 
was  only  one  question  before  the  Court  at  the  time, 
but  I  think  the  colloquy  has  established  fully  the 
nature  of  the  testimony  that  the  witness  is  to  give, 
and  I  think  the  proper  holding  would  be  to  say 
that  that  is  immaterial  and  incompetent  and  should 
be  excluded. 
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Mr.  Adams:  I  would  like  in  that  connection, 
your  Honor,  at  this  time  to  make  an  offer  of  proof 
so  that  we  can  have  a  clear  record  of  what  it  is  that 
w^e  are  offering,  and  possibly  your  Honor  may 
think,  as  I  go  through  this,  that  the  ruling  that 
your  Honor  has  made  is  not  covered.  I  would  also 
like,  before  I  make  my  offer  of  proof,  to  direct  the 
Courtis  attention  to  the  fact  that  this  objection 
came  upon  the  following  question: 

''Are  you  familiar  with  the  customary  business 
practice  for  allocating  taxes  owing  under  consoli- 
dated returns?" 

I  think  I  am  entitled  to  an  answer  to  that  ques- 
tion. The  objection  then  would  be  to  the  question, 
"What  is  the  practice'?" 

The  Court:  Of  course,  you  agreed  with  Mr. 
Phleger  as  the  argument  jDroceeded,  and  I  took  it 
for  granted  we  were  not  [1265]  proceding  on  too 
technical  a  basis.  You  agreed  with  Mr.  Phleger  as 
to  the  nature  of  the  evidence  that  the  witness  was 
going  to  testify  to. 

Mr.  Adams:  There  is  no  doubt  about  that.  My 
point  is  this:  In  order  to  qualify  my  witness  I 
think  I  should  have  an  answer  to  this  question.  It 
does  not  produce  any  testimony  as  to  what  the  prac- 
tice is. 

The  Court :    All  right.    You  may  answer  it. 

Q.  (By  Mr.  Adams) :  Mr.  Grady,  are  you 
familiar  with  the  customary  business  practice  for 
allocating  taxes  owing  under  consolidated  returns  *? 
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Mr.  Phleger:  This  assumes  that  there  is  a  cus- 
tom. [1266] 

The  Court:  Well,  if  there  be  such  customs,  are 
you  familiar  with  them? 

The  Witness:    Yes,  sir. 

The  Court:     All  right. 

Mr.  Adams:  Of  course  there  is  no  doubt  there 
is  a  customary  business  practice,  and  I  am  sur- 
prised that  counsel  makes  such  a  suggestion.  Then 
my  next  question  is,  after  this  one:  What  is  that 
practice.  And  I  understand  counsel  states  an  ob- 
jection to  that. 

Mr.   Phleger:     Right: 

Mr.  Adams :  And  the  Court  ruled  that  the  objec- 
tion is  sustained? 

The  Court:     Right. 

Mr.  Adams:  Now  then,  your  Honor,  I  should 
like  to  ask  Mr,  Grady  three  or  four  more  prelimi- 
nary questions,  which  will  develop  the  fact  that  in 
addition  to  speaking  from  his  own  experience,  he 
has  made  a  special  study.  And  I  think  I  am  en- 
titled to  develop  that  fact.  And  then  an  objection 
may  be  made. 

The  Court:  Well,  is  there  any  further  objec- 
tion, or  any  objection  to  the  further  qualification 
of  the  witness? 

Mr.  Phleger:  No,  but  I  would  point  out  that  if 
this  is  a  general  custom  known  to  everyone,  why 
does  he  have  to  make  a  special  study? 

Mr.  Adams:  I  see  no  reason  for  these  interpo- 
lated arguments. 
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Mr.  Phleger:  Well,  that  was  indirect  response 
to  the  Court.  [1267] 

Mr.  Adams:  I  am  frequently  advised  by  Mr. 
Phleger  in  advance  of  hearing  the  question  what 
his  point  is  about  something  he  anticipates  I  am 
going  to  say. 

The  question  is,  your  Honor,  those  are  the  ques- 
tions: In  connection  with  this  litigation,  were  you 
asked  to  make  an  investigation  to  supplement  your 
own  information  as  to  the  general  practice  of 
allocating  taxes  under  consolidated  returns. 

The  Court:  Well,  Mr.  Adams,  do  you  feel  that 
this  long  colloquy  and  argument  we  have  had 
doesn't  sufficiently  describe  the  nature  of  the  testi- 
mony of  the  witness? 

Mr.  Adams:     No,  your  Honor,  not  at  all. 

The  Court:  And  what  you  would  have  to  show 
is  such  that  you  would  have  to  make  a  further 
elaborate  statement? 

Mr.  Adams:  No,  that  is  not  my  purpose  at  all; 
I  have  to  put  on  my  proof  for  the  record,  and  this 
is  simply  a  preliminary  matter  of  proof,  that  a 
study  was  made.  I  am  sure  I  am  entitled  to  do 
that.  And  then  there  may  be  objections,  your 
Honor,  I  have  got  to  establish  first  that  a  study 
has  been  made.  Now  nothing  objectionable  results 
from  that.  But  if  I  am  not  able  to  show  that,  I 
haven't  shown  what  my  witness  would  say,  the  en- 
tire basis  of  his  qualifications  to  answer  these  ques- 
tions, and  of  his  investigation.    I  am  not  going  to 


Western  Pacific  R.R.  Company,  etc.        1385 

(Testimony  of  Paul  Grady.) 

ask  any  questions  as  to  what  the  practice  was. 

The  Court:  Well,  there  is  a  popular  misconcep- 
tion amongst  lawyers  on  this  idea  of  making  an 
offer  of  proof.  It  doesn't  [1268]  add  anything  to 
the  record  in  the  case.  The  only  purpose  of  an 
offer  of  proof — or  at  least  when  I  used  to  make 
them  myself — was  to  get  the  judge  to  know  about 
the  thing  that  I  wanted  to  get  in  anyhow,  thinking 
that  might  make  some  difference.  But  if  the 
question  is  objectionable  and  there  is  a  good  objec- 
tion to  it,  there  is  no  need  for  making  an  offer 
of  proof.  In  any  case,  there  is  certainly  no  mis- 
imderstanding  as  to  any  of  the  lawyers  here  as  to 
what  we  are  talking  about. 

Mr.  MacKinnon:  Well,  under  the  federal  rules, 
there  is  a  definite  procedure  to  be  followed  now, 
and  I  think  it  is  rule  43. 

The  Court:     Well,  what  is  that? 

Mr.  Adams:  But  your  Honor,  I  am  not  even 
seeking  to  make  an  offer  of  proof,  I  want  to  ask 
some  preliminary  questions  of  the  witness,  just  as 
I  did  before. 

The  Court:    Very  well. 

Q.  (By  Mr.  Adams)  :  In  connection  with  this 
litigation,  were  you  asked  to  make  an  investigation 
to  supplement  your  own  information  as  to  the  gen- 
eral practice  of  allocating  taxes  and  under  consoli- 
dated returns?  A.     Yes. 

Q.  Was  it  left  to  you  to  determme  in  what  field 
the  investigation  should  be  made?  A.    Yes. 
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Q.     What  fields  did  you  select?  [1269] 

A.  I  selected  the  public  utility  field,  the  steam 
railroad  field  and  the  general  field  of  industrial 
practice. 

Q.     And  why  did  you  select  these  fields'? 

A.  Because  I  thought  they  perhaps  constituted 
the  major  segments  of  industry  in  which  large  scale 
or  more  than,  multiple,  corporate  enterprises  ex- 
isted. 

Q.    And  when  did  you  begin  this  investigation*? 

A.    In  June  of  1948. 

Q.     And  when  was  the  investigation  completed? 

A.     Approximately  February  1,  1949. 

Q.  Did  you  have  some  assistance  in  conducting 
it? 

A.  Yes,  I  had  numerous  assistants  from  my 
own  organization. 

Q.  And  was  it  conducted  under  your  super- 
vision and  direction?  A.    Yes,   sir. 

Q.  Will  you  describe  the  investigation  you  made 
in  the  public  utility  field,  without  stating  anything 
about  the  results'?  A.     We  examined 

Mr.  Phleger:  Well,  if  your  Honor  please,  it  is 
perfectly  obvious  that  this  witness  made  a  very 
extensive  examination,  and  I  don't  think 

Mr.  Adams:  Well,  why  not  hear  about  the  re- 
sults '? 

Mr.  Phleger :    Why  .hear  about  it  ? 

The  Court :  Well,  the  witness  has  answered,  and 
the  record  may  show  that  he  made  an  extensive  and 
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thorough  examination  of  the  organization,  with  the 
organization  he  had  at  his  command,  [1270]  and 
the  assistants  and  so  forth  concerning  this  matter 
you  want  to  interrogate  him  about.  So  you  needn't 
go  into  detail  on  that,  I  don't  think.  [1271] 

*     *     * 

The  Court :  If  you  think  it  is  necessary  after  all 
this  discussion,  after  all  the  discussion  we  have  had 
during  the  last  half  hour,  all  that  was  elicited — if 
you  think  that  nevertheless  you  have  to  particular- 
ize on  the  very  matter  we  have  agreed  to,  as  the 
subject  matter  of  the  testimony,  why,  I  cannot 
agree  with  you  on  it  but  if  you  want  to  make  an 
offer  of  proof  and  take  up  that  time  in  doing  it, 
why  I  will  allow  you  to  do  so. 

Mr.  Adams:  Your  Honor,  I  do  feel  that  it  is 
incumbent  ui)on  me  in  the  pursuance  of  my  respon- 
sibilities to  make  an  offer  of  [1272]  proof,  and  not 
for  the  purpose  of  rearguing  any  matter,  but  so 
that  I  may  have- my  record.  And  it  is  for  that  pur- 
pose that  I  now  make  this  offer  of  proof,  to  prove: 

"That  the  witness,  Paul  Grady,  reviewed  or  di- 
rected the  review  of  reports  filed  with  the  Secur- 
ities and  Exchange  Commission  for  the  years  1942 
to  1947,  inclusive,  of  the  52  registered  public  utility 
holding  compan}^  systems  which  are  listed  in  the 
June  30,  1947,  rejjort  of  the  Public  Utilities  Divi- 
sion of  the  Securities  and  Exchange  Commission; 
that  52  holding  company  systems  included  824  indi- 
vidual companies,  the  total  consolidated  assets  of 
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which  amounted  to  approximately  $15,350,000,000; 
that  the  review  was  carried  out  to  determine, 
wherever  possible,  whether  consolidated  or  separate 
Federal  income  tax  returns  were  filed  and,  in  the 
case  of  the  companies  filing  consolidated  returns, 
to  ascertain  any  information  shown  regarding  the 
income  tax  reductions  resulting  from  consolidated 
returns  and  the  method  of  allocation  among  affiliated 
companies  of  such  reductions ;  that  in  the  case  of  20 
of  the  systems  it  could  not  be  determined  what 
types  of  income  tax  returns  were  filed;  that  3  of 
the  systems  filed  separate  returns;  that  29  filed 
consolidated  returns."  [1273] 

*     *     * 

Mr.  Adams :  If  your  Honor  please,  with  the  con- 
sent of  all  counsel,  the  offer  of  proof  which  I  started 
to  read  may  be  copied  into  the  transcript  without 
the  necessity  of  reading  it  before  your  Honor. 

The  Court:     Very  well. 

"That  there  were  only  five  exceptions  to  Rule 
U-45  by  the  29  systems  which  filed  consolidated 
returns  during  the  six  year  period;  that  two  of 
these  exceptions  were  granted  to  Consolidated  Elec-  | 
trie  and  Gas  Company  (a  Subholding  company  of 
Central  Public  Utility  Corporation),  and  one  each 
to  Cities  Service  Company,  Ogden  Corporation  and 
United  Public  Utilities  Corporation;  that  in  four 
of  these  cases,  the  exceptions  from  the  rule  were 
requested  and  granted  in  order  that  particular  sub- 
sidiary companies  would  not  be  in  a  less  favorable 
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position  than  they  would  have  been  had  they  not 
been  a  party  to  a  consolidated  income  tax  return; 
that  in  the  case  of  one  of  the  exceptions  granted  to 
Consolidated  [1274]  Electric  and  Gas  Company,  the 
holding  compan}^  was  permitted  to  distribute  the 
consolidated  tax  in  such  a  manner  as  to  collect  from 
the  subsidiary  companies  the  amount  of  tax  reduc- 
tions attributable  to  specific  investment  losses  in- 
curred by  the  parent  in  the  disposition  of  securities 
of  former  subsidiaries;  that  the  Securities  and 
Exchange  Commission  justified  this  exception,  in 
part,  on  the  grounds  that  100%  of  the  common 
stocks  of  the  subsidiaries  was  owned  by  the  parent 
company  and  therefore  the  parent  would  be  in  no 
different  i^osition  than  if  the  amounts  had  been  paid 
as  extra  dividends;  that  the  exceptions  are  fully 
described  in  Securities  and  Exchange  Commission 
releases  Nos.  4444,  4806,  5535,  5904  and  6375 ;  that 
the  review  identified  income  tax  reductions  resulting 
from  the  filing  of  consolidated  returns  by  registered 
public  utility  holding  companies  in  an  amount  not 
less  than  $72,000,000.00;  and  that  many  of  these 
deductions  totaling  many  millions  of  dollars  were 
attributable  to  unusual  and  extraordinary  types  of 
tax  deductions. 

Class  I  Railroads 

Defendants  offer  to  prove: 

That  the  witness,  Paul  Grady,  reviewed  or  di- 
rected the  review  of  stockholders'  reports  and  the 
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annual  reports  filed  with  the  Interstate  Commerce 
Commission  for  the  [1275]  years  1942  to  1947,  in- 
clusive, of  all  Class  I  railroads  having  more  than 
four  thousand  miles  of  track  for  the  purpose  of 
ascertaining  any  information  shown  relating  to  the 
practices  followed  in  allocating  consolidated  Fed- 
eral income  tax  among  members   of   an  affiliated 
group ;  that  inasmuch  as  these  reports  did  not  show 
any  information  on  the  subject,  the  witness  inter- 
viewed or  directed  the  interview  of  officials  of  22 
Class  I  railroads  for  the  purpose  of  ascertaining  the 
practice  followed  in  the  allocation  of  income  taxes 
among  affiliated  companies  during  the  periods  for 
which  consolidated  income  tax  returns  were  filed; 
that  the  total  revenues  in  1946  of  the  aforesaid  22 
railroads  were  two-thirds  of  the  total  revenues  of 
all  Class  I  steam  railroads  for  that  year ;  that  in  the 
cases  of  20  of  the  22  railroad  systems,  tax  reductions 
from  consolidated  returns  were  allocated  pro  rata 
to  companies  having  taxable  net  income;  that  two 
of  the  systems  allocated  such  tax  reductions  to  the 
parent  company  up  to  the  point  of  offsetting  the 
parent  company's  tax  and  any  further  tax  reduc- 
tions were  allocated  pro  rata  to  subsidiary  com- 
panies having  taxable  net  income ;  that  none  of  the 
22  Class  I  railroad  companies  followed  a  practice 
of  making  payments  to  companies  having  taxable 
net  losses,  except  in  recognition  of  ''carry-back" 
or  "carry-forward"  circumstances  and  [1276]  then 
only  to  the  extent  necessary  to  put  the  particular 
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company  in  a  position  not  less  favorable  than  it 

would  have  occupied  on  a  separate   return   basis. 

General  Industrial  and  Commercial  Companies 

Defendants  oifer  to  prove: 

That  the  witness,  Paul  Grady,  in  order  to  ascer- 
tain, where  possible,  the  practice  of  allocating  taxes 
followed  by  industrial  companies,  made  or  directed 
a  review  of  the  Forms  10-K  and  stockholders'  re- 
ports filed  with  the  New  York  Stock  Exchange 
during  the  years  1942  to  1947,  inclusive,  by  the  com- 
panies included  in  the  Dow- Jones  list  of  industrials ; 
that  the  reports  of  these  thirty  companies  did  not 
disclose  any  information  relating  to  consolidated 
income  tax  allocation;  that  Price,  Waterhouse  & 
Co.  audits  one-third  of  the  companies  included  in 
the  list;  that  none  of  these  companies  follows  the 
practice  of  making  payments  to  companies  having 
taxable  net  losses,  except  in  recognition  of  ''carry- 
back" or  ''carry-forward"  provisions  in  order  that 
the  companies  would  not  be  in  a  less  favorable  posi- 
tion as  a  result  of  participation  in  consolidated  re- 
turns ;  that  the  witness  requested  the  Price,  WaterT 
house  offices  in  the  United  States  to  report  to  him 
cases  in  which  any  of  their  client  companies  filing 
consolidated  tax  returns  had  allocated  income  tax 
reductions  on  bases  other  than  [1277]  pro  rata 
(in  relation  to  net  taxable  income  or  to  separately 
computed  taxes)  to  companies  having  taxable  net 
income;  that  four  cases  were  reported  to  him  in 
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which  taxable  net  incomes  amounts  equal  to  taxes 
computed  on  an  individual  return  basis;  that  in 
effect  the  parent  companies  thus  retained  the  entire 
tax  reductions  arising  from  consolidated  returns; 
that  in  three  of  the  four  cases  100%  of  the  secur- 
ities, both  debt  and  stock,  of  the  subsidiaries  were 
owned  by  the  parent ;  that  in  all  of  these  cases,  the 
amounts  collected  from  subsidiaries  did  not  exceed 
the  consolidated  income  taxes  and  no  payments  were 
made  to  companies  having  taxable  net  losses  except 
in  recognition  of  ''carry-back''  and  "carry-for- 
ward" circumstances. 

General 

And  finally  that  the  studies  and  inquiries  made 
of  public  utility  holding  company  systems,  general 
industrial  companies  and  Class  I  railroads  demon- 
strate the  practice  followed  by  business  enterprises 
in  the  allocation  among  affiliated  companies  of  the 
income  tax  reductions  arising  from  the  filing  of  con- 
solidated returns ;  that  the  customary  practice  in  all 
three  fields  is  to  allocate  the  consolidated  tax  reduc- 
tions pro  rata  among  the  companies  having  taxable 
net  incomes ;.  that  such  pro  rata  allocations  have 
been  accomplished  by  two  principal  methods :  first, 
in  relation  to  the  taxable  net  incomes  of  those  com- 
panies having  such  net  incomes  and,  second,  in  rela- 
tion to  the  computed  taxes  of  each  company  if  paid 
on  a  separate  return  basis ;  that  in  carrying  out  the 
second  method  it  is  sometimes  necessary  to  make 
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payments  to  companies  in  recognition  of  the  effect 
of  "carry-back"  and  "carry-forward"  provisions 
of  the  income  tax  laws  and  regulations;  that  the 
reviews  and  inquiries  disclosed  a  few  exceptions  to 
the  foregoing  general  practice  of  pro  rata  alloca- 
tion of  income  tax  reductions  arising  from  consoli- 
dated returns ;  that  such  exceptions  may  be  grouped 
into  two  general  categories;  first,  because  of  excep- 
tional circumstances  payments  have  been  made  to 
certain  companies  in  order  that  they  will  not  be 
adversely  affected  due  to  participation  in  consoli- 
dated income  tax  returns  and,  second,  parent  com- 
panies have  in  a  few  cases  taken  more  than  their 
pro  rata  share  of  the  consolidated  tax  reductions; 
that  in  most  of  the  latter  type  of  cases  the  parent 
companies  owned  all  of  the  senior  securities  of  the 
subsidiaries  as  well  as  100%  of  the  voting  stock; 
that  the  reviews  and  inquiries  did  not  disclose  any 
case  in  which  payments  had  been  made  to  a  member 
of  an  affiliated  group  merely  because  such  member 
had  produced  a  taxable  loss,  thereby  reducing  the 
consolidated  income  tax  which  otherwise  would  have 
been  payable."  [1279] 

Mr.  Adams:  No  further  questions  of  Mr.  Grady. 
He  is  here  for  cross-examination  if  counsel  desire 
to  examine  him. 

The  Court:  Is  there  anything  in  this  offer  of 
proof  that  goes  beyond  the  general  compass  of  the 
subject  matter  that  we  have  discussed,  that  you  feel 
you  should  have  before  the  Court,  or  is  it  the  detail 
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of  the  investigation  and  statement  of  the  witness 
concerning  the  practices  he  finds  to  have  existed  as 
a  result  of  his  investigation? 

Mr.  Adams :  I  think  that  is  a  fair  characteriza- 
tion of  it,  your  Honor;  it  is  wholly  related  to  the 
matter  of  business  practice,  the  studies  made,  and 
the  practice  as  found,  and  the  details. 

Mr.  Phleger:  Now  I  don't  know  whether,  the 
offering  having  been  demed  to  be  made,  it  is  neces- 
sary for  me  to  interpose  an  objection.  If  it  is,  I 
do,  upon  the  grounds  previously  stated,  and  upon 
the  further  ground  that  an  investigation  of  the 
offer  indicates  that  it  is  not  expert  testimony  about 
a  custom,  but  the  result  of  an  inquiry  and  investiga- 
tion summarized. 

Mr.    Clark:     We   join   in   that   objection,   your 

Honor. 

The  Court:  Well,  we  may  consider  then  that  the 
offer  of  proof  was  made  as  a  part  of  the  proceed- 
ings upon  the  objection  as  made  by  your  opponent, 
Mr.  Adams,  and  that  the  ruling  made  is  that  the 
offer  of  proof,  the  proof  offered,  is  held  to  be  in- 
admissible as  being  incompetent,  irrelevant  and  im- 
material. 

Mr.  Adams:    Yes,  your  Honor.  [1280] 

The  Court:     So  your  record  will  thus  be  clear. 

Mr.  Adams:  Yes,  your  Honor,  and  I  think  coun- 
sel's later  statement  is  correct.  But  so  that  I 
may  have  my  record,  I  also  offer  at  this  time  to 
prove  upon  the  basis  of  the  testimony  of  the  wit- 
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ness  as  to  his  own  qualifications,  that  the  witness 
is  prepared  to  state  what  the  practice  is.  And  in 
that  connection,  he  is  prepared  to  state  with  regard 
to  the  practice,  that  with  very  minor  exceptions 
within  his  personal  knowledge,  the  practice  was  the 
practice  of  allocating  taxes  and  that  only  among 
members  of  the  group,  and  of  not  paying  anything 
to  a  loss  company  for  the  tax  advantage  this  loss 
brings  to  the  consolidated  group.  I  offer  that  in 
addition  to  the  offer  made  on  the  basis  of  the 
studies. 

Mr.  Phleger:  Well,  this  is  an  additional  offer 
now  ? 

Mr.  Adams:     That  is  right,  upon  the  basis 

Mr.  Phleger:    Well,  I  make  the  same  objection. 

The  Court:     Same  ruling  in  that  regard.  [1281] 

*  *     * 

Mr.    Phleger:     We   have   no   cross-examination. 

The  Court:  In  other  words,  it  would  not  be 
necessary  for  this  witness  to  return  for  the  purpose 
of  being  cross-examined  on  the  subject  matter  of 
the  offer  of  proof. 

Mr.  Phleger:    No. 

Mr.  Clark:    I  think  not,  your  Honor. 

The  Court:     Very  well. 

(Witness  excused.)   [1282] 

*  *     * 
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JAMES  K.  POLK 

called  as   a  witness   on  behalf   of  the   defendant, 
sworn. 

The  Clerk:  Will  you  state  your  name  to  the 
Court,  please?  A.     James  K.  Polk. 

Direct  Examination 
By  Mr.  Adams: 

Q.  Mr.  Polk,  will  you  please  state  your  business 
and  business  address? 

A.  I  am  an  attorney  at  law,  member  of  the  firm 
of  Whitman,  Ransom,  Coulson  and  Goetz,  with 
offices  at  40  Wall  Street,  New  York. 

Q.     What  legal  training  have  you  had,  Mr.  Polk? 

A.  I  am  a  graduate  of  the  Georgetown  Law 
School,  1925,  LL.B.,  and  in  '26,  LL.M.,  and  had 
about  ten  years'  experience  in  the  office  of  the 
Chief  Counsel,  Bureau  of  Internal  Revenue.  Do 
you  want  that  experience  in  detail? 

Q.  Well,  I  think  if  you  could  give  it,  generally 
describe  it,  I  would  like  to  have  that. 

A.  Well,  I  served  in  the  review  division,  the 
interpretative  division,  and  the  appeals  division  in 
the  Washington  office  of  the  Chief  Counsel.  In 
about  1932,  I  w^ent  to  New  York  as  the  Chief  Coun- 
sel's representative  in  that  area,  and  was  repre- 
sentative there  until  1935,  when  I  resigned  and  went 
with   Whitman,    Ransom,    Coulson   and    Goetz    on 
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their  staff.  In  1938  I  was  admitted  to  partner- 
ship, and  have  been  a  partner  in  charge  of  the  fed- 
eral [1284]  tax  matters  that  Whitman,  Ransom, 
Coulson  and  Goetz  handle. 

Q.     Now,  have  you  had  some  accounting  training  ? 

A.  Yes,  I  am  a  graduate  of  Pace  and  Pace,  and 
I  have  kept  myself  as  current  as  possible  in  account- 
ing matters.  A  great  deal  of  tax  work  that  I  have 
done  over  my  period  of  work  with  the  government 
— and  with  Whitman,  Ransom,  Coulson  and  Goetz 
— has  been  intimately  associated  with  accounting 
matters. 

Q.     You  spoke  of  Pace  and  Pace.    What  is  that*? 

A.     That  is  an  accounting  school. 

Q.     In  Washington,  D.  C? 

A.  Yes,  I  think  their  name  is  now  changed  to 
Benjamin  Franklin  Institute  or  something  of  that 
sort. 

Q.  In  what  courts  have  you  been  admitted  to 
practice  ? 

A.  Admitted  to  practice  in  the  courts  of  the 
District  of  Columbia  and  the  State  of  New  York, 
the  United  States  Courts,  District  and  Circuit 
Courts  of  Appeal,  in  New  York,  and  the  District 
Court  of  Columbia,  the  Supreme  Court  of  the 
United  States,  the  Court  of  Claims,  the  United 
States  Tax  Court. 

Q.     Have  you  specialized  in  any  field  of  law? 

A.  Oh,  I  have  specialized  in  federal  tax  law 
from  1920. 
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Q.  And  could  you  describe  briefly  your  experi- 
ence in  that  field"?  You  have  already  spoken  of 
your  time  in  the  Bureau.    Subsequent  to  that  time  ? 

A.  Well,  after  leaving  the  Bureau,  and  with 
Whitman,  Ransom,  Coulson  and  Goetz,  I  have  been 
in  charge  of  federal  tax  matters  [1285]  of  their 
clients.  Approximately  50  per  cent  of  my  time  has 
been  continuously  devoted  to  public  utility  tax 
problems.  That  involves  not  only  the  review  of 
tax  problems  as  they  arise,  but  the  giving  of  advice 
in  connection  with  the  preparation  and  filing  of 
returns,  and  with  the  handling  of  contests,  of 
asserted  deficiencies  or  claims  for  refund. 

Q.  Now  do  you  seek  to  keep  yourself  conversant 
with  developments  in  the  tax  field  as  they  come 
along?  A,     I  do. 

Q.     And  what  do  you  do  with  that  object  in  view? 

A.  Well,  I  read  all  the  releases  of  Commerce 
Clearing  House  in  the  federal  tax  field  and  of  other 
tax  publications,  and  I  keep  posted  on  legislative 
matters  as  the  various  revenue  acts  go  through. 
That  is  since  the  original  act  went  through  Congress 
in  1921,  and  all  the  acts  up  to  the  present  act.  I 
have  followed  them  through  their  legislative  his- 
tory. I  have  also  been  a  member  of  the  committee 
on  taxes,  and  then  the  successor  section  of  taxa- 
tion of  the  American  Bar  Association  from  its 
organization,  and  I  have  been  chariman  of  the 
committees  in  that  section  of  taxation  or  counsel 
member  to  the  present  time.  [1286] 
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Q.  You  recall,  of  course,  that  there  came  a  time 
when  the  firm  of  Whitman,  Ransom,  Coulson  & 
Goetz  was  employed  by  the  reorganization  trustees 
in  the  Western  Pacific  Railroad  reorganization? 

A.     Yes,  sir. 

Q.  When  and  by  whom  were  you  advised  that 
the  firm  had  been  employed? 

A.  About  April  1,  1943.  I  was  advised  by  my 
partner,  Colonel  Coulson,  that  we  had  been  retained 
to  advise  in  the  preparation  of  the  Federal  tax 
return  for  1942  and  generally  in  tax  matters. 

Q.  What  work  did  you  understand  you  were  to 
be  called  upon  to  perform. 

A.  The  usual  work  of  tax  counsel,  that  is,  to 
supervise  and  advise  in  connection  with  the  prepara- 
tion of  the  return  and  filing  thereof,  and  the  giving 
of  advice  on  tax  matters  as  they  were  brought  to 
me  or  I  found  them. 

Q.  In  speaking  of  the  usual  employment  and 
purpose  of  emplo^Tiient  of  tax  counsel,  what  did 
you  perceive  to  be  that  purpose  in  this  case? 

A.  Well,  it  is  my  understanding  of  the  function 
of  tax  counsel  to  advise  in  respect  of  the  facts  in 
any  situation,  the  statutes,  and  the  Bureau  regula- 
tions and  such  matters  to  see  that  the  lowest  tax 
is  paid  to  the  Federal  Govermnent.  I  assumed  that 
that  was  my  function  in  connection  with  the  West- 
ern Pacific  situation.  [1287] 

Q.  At  that  time  had  you  known  of  the  pendency 
of  the  Western  Pacific  reorganization? 
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A.    Yes. 

Q.  Did  you  learn  of  the  decision  of  the  United 
States  Supreme  Court  in  that  reorganization'? 

A.  Yes,  I  knew  about  it,  within  a  day  or  so  after 
it  was  issued. 

Q.  The  date  of  re-cord  shown  here  being  March 
15,  1943.  Did  you  know  at  that  time  what  interests, 
if  any,  your  firm  represented  in  the  reorganization  ? 

A.  They  represented  the  Arthur  Curtis  James 
interests. 

Q.  When  you  undertook  this  work  as  tax  attor- 
ney for  the  reorganization  trustees,  what  did  you 
then  do. 

A.  Well,  I  knew  nothing  of  the  facts  and  back- 
ground, and  so  my  first  step  was  to  acquaint  myself 
with  what  had  happened,  as  fully  as  I  could,  in 
prior  years.  I  phoned  the  corporation  office,  talked 
with  Mr.  Curry,  asked  him  for  the  prior  year  files, 
and  went  back  to  the  date  of  reorganization.  He 
told  me  to  get  in  touch  with  Mr.  Nicodemus,  who 
would  send  them  over  to  his  office.  I  did  get  in 
touch  with  Mr.  Nicodemus  and  went  to  his  office 
within  the  next  couple  of  days  and  briefly  discussed 
the  fact  that  I  was  going  to  look  into  those  papers 
with  him  and  talk  over  some  other  matters  that 
were  entirely  unrelated  to  the  Western  Pacific  situ- 
ation, and  took  the  papers  to  my  office  and  started 
a  survey  of  the  tax  history  of  the  group. 

Q.  And  that  was  the  source  you  just  described 
from  which  you  [1288]  obtained  the  material  to 
work  with?  A.     Yes. 
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Q.  What  if  anything  did  you  learn  from  your 
study  of  the  background  material  with  respect  to 
the  Federal  tax  history  of  the  plaintiff  corporation  % 

A.  Well,  I  learned  that  from  the  time  of  the 
organization  of  the  plaintiff  corporation,  from  1918 
through  1941,  consolidated  returns  had  been  filed, 
and  from  approximately  1930  to  1941  in  the  con- 
solidated returns  had  been  shown  losses  and  no  tax 
liability;  that  the  operating  company  had  had  in- 
come in  1940  and  1941,  but  that  the  parent  company 
continued  to  have  losses  and  had  had  losses  over 
the  span  of  years  certainly  from  1930  to  date.  That 
is  my  recollection.  I  made  desk  notes  of  my  review 
of  the  tax  handling,  the  way  the  Bureau  had  closed 
the  cases,  as  I  went  along;  they  were  subsequently 
typed  and  went  into  the  file. 

Q.  Did  you  make  any  arrangement  in  the  spring 
of  1943  with  respect  to  the  employment  of  any  per- 
son in  connection  with  this  tax  work? 

A.    Yes,  I  did. 
I       Q.     What  did  you  do  in  that  regard? 

A.  I  had  found  out  that  the  returns  for  several 
prior  years  had  been  prepared  by  a  Miss  Valouch 
under  the  direction  of  Mr.  Curry  in  the  corpora- 
tion office  in  New  York. 
P-  Mr.  Phleger:  Just  a  moment.  I  ask  that  that 
be  stricken  [1289]  out  on  the  ground  it  is  hearsay. 

Mr.  Clark:  It  is  the  conclusion  of  the  witness, 
your  Honor,  under  the  direction  of  Mr.  Curry. 
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The  Court :  It  does  call  for  hearsay.  I  will  sus- 
tain the  objection. 

Q.     (By  Mr.  Adams)  :    Go  ahead,  Mr.  Polk. 

A.  I  was  told  by  Mr.  Curry  that  the  returns  had 
been  prepared  in  his  office  by  Miss  Valouch,  and  I 
was  not  satisfied  that  a  return  reporting  approxi- 
mately $10,000,000  of  taxable  income  should  be  pre- 
pared with  only  the  single  work  of  one  person  ac- 
quainted with  taxes.  So  I  suggested  to  Colonel 
Coulson  that  outside  independent  tax  accountants' 
services  should  be  secured.  He  agreed  with  me,  and 
upon  my  recommendation  I  discussed  with  Mr. 
Frank  Reilly  the  possibility  of  his  doing  this  type 
of  work.  It  was  agreeable  to  him,  and,  accordingly, 
we  arranged  a  conference  in  Colonel  Coulson 's 
office,  at  which  were  present  Mr.  Reilly,  Mr.  Nico- 
demus.  Colonel  Coulson  and  myself,  and  arrange- 
ments were  made  to  have  Mr.  Reilly  work  with  Miss 
Valouch  in  the  preparation  of  the  returns. 

Q.  What  prior  associations,  if  any,  had  you  had 
with  Mr.  Reilly  in  tax  work? 

A.  I  had  known  Mr.  Reilly  since  about  1937.  He 
was  tax  accountant  in  the  employ  of  the  Consoli- 
dated Edison  Company,  and  from  1940  on  I  had 
placed  in  his  hands  the  preparation  of  the  excess 
profits  tax  returns  of  the  Consolidated  Edison  sys- 
tem and  had  [1290]  worked  with  him  in  a  review 
of  the  Bureau  regulations  and  statutes,  and  I  was 
entirely  satisfied  as  to  his  qualifications  as  a  tax 
accountant. 
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Q.  Mr.  Polk,  did  you  make  any  arrangements 
with  respect  to  the  manner  in  which  the  w^ork  would 
be  handled?  A.     Yes. 

Q.    What  were  they? 

A.  The  arrangements  were  that  the  return  would 
be  prepared  at  the  corporation  office  at  37  Wall 
Street.  The  office  there  had  just  been  in  receipt 
of  a  large  amount  of  unrelated  papers,  that  is,  they 
were  not  combined  for  tax  purposes,  from  the  West 
Coast,  reflecting  the  balance  sheet  and  the  opera- 
tions of  the  various  companies  on  the  West  Coast, 
and  they  had  to  be  reviewed,  intercompany  elimina- 
tions taken  care  of,  and  otherwise  put  into  form  for 
inclusion  in  the  Federal  tax  return.  I  arranged 
that  this  work  would  be  done  by  Miss  Valouch  and 
Mr.  Reilly,  who  reported  to  me  as  they  went  along 
each  tax  problem  as  they  encountered  it,  and  the 
return  was  prepared  over  a  period  of  six  weeks, 
during  which  time  they  consulted  with  me  and  I 
advised  in  comiection  with  the  various  income, 
deduction,  and  invested  capital  items. 

Q.  Did  you  prepare  the  1942  Federal  tax  re- 
turns? A.     Oh,  no. 

Q.     Who  did  prepare  them? 

A.  They  were  prepared,  as  I  have  described, 
by  Mr.  Reilly  [1291]  and  Miss  Valouch  and  what- 
ever other  help  they  had  in  the  office  over  there.  I 
do  not  know  who  typed  the  returns  or  the  schedules. 

Q.  Did  you  do  any  of  the  accounting  work  in 
the  preparation  of  the  returns? 
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A.     None  at  all. 

Q.  What  advice,  if  any,  did  you  give  with  re- 
spect to  the  types  of  returns  that  should  be  filed? 

A.  In  the  course  of  the  work,  in  connection  with 
the  preparation  of  the  return,  Mr.  Reilly  made  the 
customary  -calculations  on  both  consolidated  and 
separate  bases  to  determine  which  produced  the 
least  tax  liability.  These  computations  showed,  as 
I  recall  it,  that  there  was  net  tax  advantage  in  the 
consolidated  return  reporting  of  approximately  $1,- 
500,000,  and  accordingly  the  returns  were  prepared 
that  way. 

Q.  In  that  connection  did  you  give  advice  as  to 
the  selection  of  the  type  of  return  to  be  filed  under 
the  circumstances? 

A.  I  do  not  recall  giving  any  specific  advice.  It 
was  quite  apparent  which  way  produced  the  least 
tax  liability. 

The  Court:  You  were  not  going  to  tell  them  to 
file  one  that  cost  a  million  and  a  half,  obviously? 

A.     Certainly  not. 

Q.  (By  Mr.  Adams)  :  The  record  here  shows, 
Mr.  Polk,  that  the  final  returns  for  the  year  1942 
were  filed  May  15,  1943.  Did  you  render  any  re- 
ports with  respect  to  such  returns?  [1292] 

A.    Yes. 

Q.    Will  you  please  state  what  you  did. 

A.  It  was  arranged,  I  think,  as  to  time  by  Mr. 
Curry  or  his  office  that  a  conference  would  be  had 
in  Mr.  Nicodemus'  office,  and  such  a  conference  was 
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had  on  May  18,  1943,  and  I  took  to  that  conference 
the  desk  notes  which  Mr.  Reilly  had  prepared  in 
the  course  of  his  work  in  the  construction  of  the 
return  schedules,  and  so  forth,  and  there  was  a  gen- 
eral discussion  and  explanation  of  the  manner  in 
which  each  item  had  been  handled,  I  particularly 
remember  that  three  major  items  w^ere  covered. 
They  involved  the  consolidated  return,  the  advan- 
tage over  the  separate  return,  which  was  apparent 
on  the  calculations,  the  change-over,  which  w^as 
recommended  from  retirement  to  depreciation  basis 
in  respect  of  the  road  accounts,  and  the  possibility 
of  a  deduction  for  tax  purposes  arising  out  of  the 
stock  loss.  There  was  also  a  recommendation  that 
further  work  be  done  to  back  up  the  figures  used 
in  the  returns  since  we  had  taken  at  face  value 
figures  that  had  been  sent  on  from  the  West  Coast, 
but  without  any  analysis  to  see  if  they  were  proper 
or  not. 

Q.  Did  either  Mr.  Nicodemus  or  Mr.  Curry  in- 
form you  during  the  course  of  that  conference  on 
May  18  that  they  did  not  understand  what  you  were 
discussing  with  them?  A.     Oh,  no. 

Q.  There  is  in  the  record  here  a  letter  dated 
May  20,  1943,  [1293]  addressed  by  you  to  Mr. 
Curr}^  plaintiff's  Exhibit  50.  I  ask  that  that  be 
handed  to  the  witness. 

Now,  Mr.  Polk,  referring  to  Plaintiff's  Exhibit 
50,  did  you  write  that  letter  at  your  own  initiation  ? 

A.     Well,  in  the  course  of,  or  toward  the  conclu- 

I 
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sion  of  our  conference  in  Mr.  Nicodemus'  office,  it 
was  suggested  that  the  matters  discussed  be  reduced 
to  writing,  and  this  letter  was  then  prepared  in 
response  to  that  request  for  a  written  summary  of 
the  observations. 

Q.  What  is  the  next  thing  you  did  in  connection 
with  the  Federal  tax  work  for  the  reorganization 
trustees  ? 

A.  The  next  thing  was  not  until  about  the  1st  of 
June,  when  I  received  a  telegram  and  a  phone  call 
from  Mr.  Schumacher,  who  was  in  San  Francisco. 
He  stated  that  he  had  been  going  over  with  the 
company  officials  the  letter  of  May  20,  and  that  he 
wanted  me  to  undertake  the  work  recommended  in 
that  letter. 

Q.     Did  you  go  directly  to  San  Francisco*? 

A.  No,  I  did  not.  I  Avent  first  to  Washington 
and  I  spent  two  days  there  with  Mr.  Reilly  review- 
ing with  the  Bureau  of  Internal  Revenue  valuation 
division  officials  the  Bureau  requirements  under 
Treasury  MM-58  for  the  depreciation  matter,  and 
then  entrained  for  San  Francisco,  and  on  the  way 
I  received  a  telegram  from  Mr.  Schumacher  asking 
me  to  meet  him  in  Denver. 

Q.     Did  you  meet  Mr.  Schumacher  there? 

A.     I  did.  [1294] 

Q.  Who  was  present  at  the  conference  with  Mr. 
Schumacher  in  Denver? 

A.  Mr.  Schumacher,  of  course;  Miss  Valouch, 
who  had  been  out  on  the  West  Coast  and  was  re- 
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turning  East  with  him;  Mr.  Reilly,  Mrs.  Polk  and 

myself. 

Q.  The  conference  was  held  in  the  office  car,  was 
it  not,  of  Mr.  Schumacher? 

A.     They  called  it  a  business  car. 

Q.     A  business  car?  A.     Yes. 

Q.  What  was  the  subject  matter  of  that  con- 
ference 1 

A.  Mr.  Schumacher  discussed  the  matters  that 
were  in  that  letter  of  May  20.  He  had  a  copy  with 
him.  And  then  he  told  me  that  it  had  been  agreed 
that  we  should  go  ahead  with  the  work  recom- 
mended to  be  done  in  the  letter  in  connection  par- 
ticularly with  depreciation  and  that  Mr.  Elsey 
would  provide  me  with  whatever  help  was  neces- 
sary. We  discussed,  as  I  recall  it,  a  number  of  the 
physical  properties  of  the  road  because  we  were 
to  engage  upon  asset  mortality  study  in  order  to 
complete  this  depreciation  change-over. 

Q.     Did  you  next  proceed  to  San  Francisco? 
^     A.     I  did. 

Q.     When  did  you  first  meet  Mr.  Charles  Elsey? 

A.     The  day  I  arrived  there. 

Q.    And  that  was  about  when?  [1295] 

A.     The  12th  or  15th  of  June. 

Q.     1943?  A.     That  is  right. 

Q.  What  was  the  nature  of  your  activities  in 
San  Francisco  on  that  trip? 

A.  Well,  there  were  two  principal  objectives  on 
that  trip.    They  were  to  assemble  back-up  material, 
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particularly  in  support  of  the  invested  capital  com- 
putations in  the  1942  tax  returns,  and,  second,  to 
assemble  enough  information  to  know  what  election 
to  make  under  Treasury  MM-58. 

Q.  That  had  to  do  with  change-over  from  retire- 
ment to  depreciation  accounting? 

A.     That  is  right. 

Q.  What  discussions,  if  any,  did  you  have  in 
San  Francisco  in  June,  1943,  with  respect  to  the 
subject  matter  of  your  letter  of  May  20,  1943,  Plain- 
tiff's Exhibit  50? 

A.  That  was  the  letter  which  Mr.  Elsey  had 
when  I  met  him  for  the  first  time  in  his  office  and 
the  subject  matter  was  generally  discussed.  There 
was  some  review  of  the  stock  loss  situation,  but 
that  had  not  matured,  and  the  principal  discussion 
concerned  the  depreciation  and  the  invested  capital 
and  other  items. 

Q.  Did  you  also  have  discussions  with  other 
officers  of  the  Western  Pacific  Bailroad  Company 
aside  from  Mr.  Elsey  at  that  time?  [1296] 

A.     I  did. 

Q.     With  whom,  please? 

A.  I  had  discussions  with  Mr.  DeGraff,  general 
auditor,  Mr.  Russell,  his  assistant,  with  Mr.  Engle- 
bright,  who  was  Mr.  Elsey 's  assistant,  Mr.  Droit, 
the  secretary  of  the  company,  Mr.  Phillips,  the 
chief  engineer,  Mr.  Wyche,  a  statistical  assistant  to 
Mr.  Englebright,  Mr.  Gloster,  who  is  Mr.  Phillips' 
assistant,  and  there  may  have  been  others,  Mr.  Gos- 
ney  for  one. 
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Q.  You  were  working  on  tax  matters  as  counsel 
for  a  period  of  some  days  in  the  Western  Pacific 
offices  on  that  occasion?  A.     Yes,  I  was. 

Q.  Did  you  during  the  course  of  that  visit  also 
meet  the  trustees'  counsel,  Mr.  Matthew,  and  dis- 
cuss the  tax  matters  with  him  I  A.     I  did. 

Q.  At  the  time  of  such  conferences  what  conclu- 
sion, if  any,  had  you  reached  with  respect  of  the 
advice  ultimateh^  given  in  connection  with  the  tak- 
ing of  the  stock  loss? 

A.  I  had  not  reached  any  conclusion  different 
from  that  expressed  in  the  letter  of  May  20.  It  was 
my  judgment  that  the  stock  loss  had  not  matured 
at  that  time  for  tax  purposes. 

Q.  When  was  it  that  you  decided  to  recommend 
the  use  of  the  stock  loss  in  the  Federal  tax  returns  ? 

A.     It  was  in  the  latter  part  of  December,  1943. 

Q.  What,  if  anything,  had  meanwhile  occurred 
on  the  basis  of  which  you  reached  a  decision  to 
recommend  use  of  the  stock  loss  in  the  returns  ? 

A.  Well,  the  steps  had  been  taken  between  the 
time  of  the  entry  of  the  order  of  approval  of  the 
plan  that  were  required  before  the  order  of  con-, 
firmation  could  be  entered.  The  votes  of  security 
holders  had  been  taken,  and  the  entry  of  the  order 
of  confirmation  and  the  expiration  of  the  statutory 
period  for  appeal  therefrom,  and  no  appeal  having 
been  filed,  it  was  in  my  judgment  the  determining 
factor,  the  identifiable  event  fixing  the  1943  loss. 

Mr.  Adams:    This  record  shows,  I  think  counsel 
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will  agree,  that  the  order  of  confirmation  of  the 
plan  was  made  and  entered  October  11,  1943. 

Q.  Now  when  you  arrived  at  your  decision  to 
recommend  the  use  of  the  stock  loss  in  the  federal 
tax  returns,  did  you  discuss  that  matter  at  or  about 
that  time  with  anyone? 

A.  Well,  I  discussed  it  in  New  York  with 
Col.  Coulson  before  leaving  for  San  Francisco.  I 
left 

Q.  Now  before  you  pass  to  the  leaving,  then 
would  you  tell  us  so  far  as  you  can  recollect  it,  what 
was  the  discussion  you  had  with  Col.  Coulson  in 
New  York  on  that  occasion? 

A.  Well,  I  reviewed  with  Col.  Coulson  the  gen- 
eral principles  of  worthless  stock,  told  him  I 
thought  that  this  stock  had  become  worthless  by 
act  of  the  operation  of  law,  and  that  it  could  be 
claimed  as  a  deduction  under  the  provisions  of  Sec- 
tion 23(g)  4  of  the  Internal  Revenue  Code.  The 
colonel  didn't  think  the  deduction  had  too  much 
prospect  of  allowance,  but  in  any  event,  I  told  him 
I  w^as  going  to  recommend  that  it  be  claimed  in  the 
return  for  the  year  1943. 

Q.  And  this  was  shortly  before  you  made  an- 
other trip  to  San  Francisco? 

A.  Yes,  I  left  very  early  in  January,  the  4th  or 
something  like  that,  for  San  Francisco. 

Mr.  Adams:  I  shall  not  finish  with  the  witness 
today,  your  Honor,  but  I  can  go  further.  Whatever 
your  Honor's  convenience  [1299]  may  indicate  is 
most  desirable. 


Western  Pacific  R.R.  Company,  etc.         1411 

(Testimony  of  James  K.  Polk.) 

The  Court:  I  think  you  might  go  ahead  a  little 
further. 

Mr.  Adams:     Very  well. 

Q.  Now  then,  do  you  recall  the  date  or  approxi- 
mate date  when  you  arrived  in  San  Francisco,  in 
January,  1944? 

A.  I  am  afraid  I  can't.  I  know  it  was  in  the 
early  part  of  January,  but  I  have  been  here  about 
fifteen  times,  and  I  have  trouble  keeping  the  dates 
straight. 

Q.  There  is  a  paper  in  the  record  in  this  case, 
and  various  other  things  that  we  lawyers  know 
who  are  in  this  lawsuit,  indicating  the  date  to  be 
January  8,  1944.  A.    Yes. 

Q.  Now  you  did,  while  you  were  in  San  Fran- 
cisco, prepare  an  opinion  advising  with  regard  to 
the  use  of  the  stock  loss  in  the  consolidated  return? 

A.     I  did. 

Q.  Who  suggested  that  you  render  a  written 
opinion  ? 

A.  I  discussed  the  matter  with  Mr.  Elsey  and 
told  him  of  my  recommendation,  and  it  was  at  his 
request  that  it  was  reduced  to  writing. 

Mr.  Adams:  And  I  will  ask  that  Plaintiff's 
Exhibit  54  be  shown  to  the  witness.  (Document 
handed  to  the  witness  by  the  clerk.) 

Q.  Mr.  Polk,  referring  to  Plaintiff's  54,  is  this 
the  finally  delivered  opinion  that  was  written  in 
response  to  Mr.  Elsey 's  [1300]  request? 

A.    Yes. 
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Q.  And  now  there  has  been  some  point  made  in 
the  case  of  the  fact  that  the  signature  of  Whitman, 
Ransom,  Coulson  and  Goetz  to  this  opinion  is  the 
signature  in  the  handwriting  of  Col.  Coulson.  Do 
you  recognize  it  to  be  such? 

A.     No,  I  know  it  is  not  my  handwriting. 

Q.  Well,  we  have  agreed  that  it  is  Col.  Coulson 's 
signature — or  the  lawyers  have.  Now  in  connec- 
tion with  that  matter,  do  you  have  any  recollection 
with  regard  to  how  it  came  about  that  the  opinion 
finally  delivered  emanated  from  the  New  York 
office  of  your  office — strike  that ;  it  is  not  accurate. 
— emanated  from  your  office  which  was  in  New 
York.  A.    Yes. 

Q.  Well,  please  state  your  recollection  in  that 
regard. 

A.  Well,  when  it  was  requested  that  the  opinion 
be  prepared  in  writing  and  delivered  at  any  early 
date  to  Mr.  Elsey,  I  started  to  draft  an  opinion 
letter.  I  found  that  I  did  not  have  sufficient  in- 
formation in  San  Francisco.  For  one  thing,  I  was 
under  the  impression  that  the  stock  of  the  operating 
company  had  been  transfered  on  December  31.  Mr.  I 
Droit  told  me  that  it  had  not  been,  or  he  would 
know  about  it;  he  was  secretary  of  the  company. 
Another  thing,  I  wasn't  entirely  sure  how  much  of 
the  losses  of  the  operating  company  had  been 
availed  of  in  prior  consolidated  return  years;  the 
sum  of  such  losses  would  reduce  the  basis  of  [1301] 
the  stock  in  the  hands  of  the  parent  company,  and 
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reduce  the  loss  that  is  allowable  upon  the  worthless- 
ness  of  its  stock.  So  I  prepared  a  draft  of  letter 
and  sent  it  airmail  to  New  York  for  check  of  the 
facts  by  my  office  there.  I  am  sure  that  I  discussed 
the  matter  over  the  telephone  with  Mr.  Noneman, 
and  Col.  Coulson. 

Q.     Who  was  Mr.  Noneman? 

A.  Mr.  Noneman  is  a  partner  who  specializes  in 
federal  tax  matters,  along  with  me,  under  my  direc- 
tion. 

Q.     Thank  you.     That  is  all  of  that  letter. 

Now  while  you  were  in  San  Francisco  in  Janu- 
ary, 1944,  did  you  have  any  discussions  with  respect 
to  the  adjustment  of  the  book  tax  accruals  for  the 
year  1943?  A.     I  did. 

Q.  And  with  whom  did  you  have  such  discus- 
sions, and  what  was  said? 

A.  The  discussions  were  at  several  different 
conferences,  but  I  talked  the  matter  over  with  Mr. 
Elsey,  Mr.  DeGraff,  Mr.  Russell,  Mr.  Englebright  ; 
Mr.  DeGraff  was  the  general  auditor,  and  the  ac- 
counts, of  course,  were  kept  under  his  direction. 

Q.  And  what  is  your  best  recollection  as  to  what 
was  said  in  those  discussions  on  that  subject  matter 
of  the  adjustment  of  the  book  accruals  for  taxes? 

A.  Well,  the  adjustment  for  the  book  accruals 
was  not  particularly  involved.  All  that  had  to  be 
done  there  was  to  wipe  out  [1302]  the  amount  ac- 
crued at  the  date  the  entry  was  passed,  and  credit 
operating  revenues,  since  they  had  been  charged 
in  setting  up  the  liability. 
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Q.     Is  that  what  you  would  call  a  ''reversal'"? 

A.  That  reversed  the  piecemeal  entries  that  had 
been  made  over  the  eleven  months.  I  do  not  believe 
the  December  entry  had  been  posted. 

Q.  Now  was  any  decision  made  at  that  time, 
when  you  were  in  San  Francisco  in  January,  1944, 
with  respect  of  the  reversal  of  the  tax  accruals  for 
'43? 

A.  Yes,  it  was  decided  that  the  proper  thing  to 
do  would  be  to  reverse  the  tax  accruals  for  1943. 

Q.    And  who  made  that  decision? 

A.  That  decision  was  made  by  Mr.  Elsey  and 
Mr.  DeGraff. 

Q.  Now  do  you  know  who  prepared  the  1943  tax 
returns?  I  am  referring,  of  course,  to  the  tax  re- 
turns of  the  plaintiff  corporation,  being  consolidated 
returns  embracing  the  subsidiaries. 

A.  They  were  prepared  in  substantially  the  same 
manner  in  which  the  1942  returns  had  been  pre- 
pared. The  draft  material  was  forwarded  from  the 
West  Coast  to  the  New  York  office  at  37  Wall 
Street,  and  there  Miss  Valouch,  Mr.  Reilly,  Mr. 
Curry  and  whatever  staff  he  had  (of  typists,  and  \ 
so  forth)  prepared  the  return.  I  was  consulted 
as  the  work  went  along  on  the  questions  that  arose. 

Q.    And  would  you  say  that  your  last  statement 
was  in  answer  to  [1303]  the  question,  ''What  workj 
you  did  in  connection  with  the  preparation  of  those 
returns'"? 

A.     I  think  so,  with  one  addition;  I  know  that 
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it  was  at  my  advice  that  an  additional  extension 
of  time  was  obtained,  so  that  the  depreciation  elec- 
tion could  be  completed  with  the  Commissioner  of 
Internal  Revenue  before  the  actual  filing  of  the 
return. 

Q.  Now  during  the  preparation  of  the  1943  re- 
turns, do  you  recall  any  discussions  you  had  either 
with  Mr.  Curry,  Miss  Valouch,  or  Mr.  Reilly  on 
that  subject? 

A.  I  cannot  recall  individual  discussions.  I 
know  that  there  were  discussions  over  the  span  that 
each  return  was  being  prepared. 

Q.  Now  did  you  see  and  approve  the  1943  fed- 
eral tax  returns  before  they  were  filed'? 

A.  Well,  I  know  I  saw  the  returns,  but  I  don't 
think  that  I  approved  them.  I  was  consulted  and 
the  returns  were  prepared,  and  the  tax  accountants 
prepared  the  returns.  I  did  not  assume  respon- 
sibility for  the  figures  in  them,  or  to  approve  them. 

Q.  Now  when  did  you  learn  that  the  stock  of 
the  debtor  company  had  been  transferred  by  the 
plamtiff  corporation  to  the  reorganization  com- 
mittee ? 

A.     Shortly  after  it  happened,  April  30,  1944. 

Q.     How  did  you  learn  of  that  fact? 

A.     In  discussion  wdth  my  partners. 

Q.  Now  what  effect,  if  any,  did  the  transfer  of 
that  stock  have  [1304]  on  the  federal  tax  work  that 
you  were  doing  for  the  trustees? 

A.     Well,  it  terminated  the  affiliated  relationship 
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which  had  theretofore  existed  between  the  parent 

corporation   and   the    operating    company   and   its 

affiliates. 

Q.  And  did  you  discuss  that  subject  with  Col. 
Coulson  ? 

A.  Oh,  yes,  I  discussed  that  over  a  considerable 
period  before  the  transfer  of  the  stock. 

Q.  And  please  state  the  discussion  you  had  with 
Col.  Coulson  with  regard  to  the  effect  on  your  fed- 
eral tax  work  of  that  transfer  of  stock  to  the  re- 
organization committee. 

A.  Well,  I  pointed  out  that  the  minute  the  stock 
was  transferred  and  the  affiliation  was  terminated, 
the  availability  of  the  stock  loss  carry-over  into 
191rl  was  also  terminated ;  and  the  longer  the  affilia- 
tion could  be  kept  in  existence,  the  more  use  could 
be  had  of  the  stock  loss  carry-over. 

Q.  And  what  statement,  if  any,  did  Col.  Coulson 
make  to  you  in  response  to  the  views  you  expressed 
to  him  on  that  subject? 

A.  He  said  the  termination  of  the  bankruptcy 
proceedings  was  of  paramount  interest,  and  it  could 
not  be  held  open  to  take  advantage  of  the  tax  loss. 

Q.  Now,  Mr.  Polk,  when  did  you  decide  to  rec- 
ommend the  tyiDe  of  federal  tax  return  that  should 
be  ffled  for  the  year  1944? 

A.  Well,  I  knew  the  type  of  tax  return  that 
would  be  filed  for  1944,  insofar  as  the  parent  cor- 
poration and  its  affiliates,  inclusion  up  to  April 
30,  as  soon  as  I  knew  the  date  of  April  30.  [1305] 
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I  mean,  it  is  quite  obvious  that  there  would  be  no 
tax  liability  on  such  a  return.  As  to  the  type  of 
return  which  would  be  filed  for  the  company  and 
its  affiliates  for  the  remaining  eight  months  of  1944, 
I  could  not  determine  that  until  after  the  income 
items  for  the  entire  year  had  been  assembled,  and 
alternative  calculations  could  be  made  on  separate 
and  consolidated  return  bases,  to  see  which  pro- 
duced the  least  tax  liability. 

Q.  Now,  Mr.  Polk,  do  you  know  who  prepared 
the  1944  tax  returns,  both  the  tentative  returns  that 
were  filed  March  15,  1945,  and  the  final  returns  that 
were  filed  June  15,  1945? 

A.  I  don't  recall  who  prepared  the  tentative 
returns  that  were  filed,  but  the  final  returns  were 
prepared  by  Miss  Valouch  and  Mr.  Reilly,  Mr. 
Curry  was  there,  and  I  think  in  my  own  office. 

Q.  The  record  shows  he  came  to  your  office  on 
or  about,  early  in  June,  1945. 

A.  I  mean  the  return,  I  think,  was  prepared  in 
my  own  office. 

Q,  Now  what  work,  if  any,  did  you  do  in  con- 
nection with  the  preparation  of  those  returns  for 
the  year  1944? 

I  A.  My  work  was  the  same  as  for  the  previous 
or  preceding  years.  As  the  various  questions  arose 
in  the  course  of  the  preparation  of  the  returns,  I 
was  consulted  and  advice  was  given.  [1306] 

*     *     * 

Q.  (By  Mr.  Adams)  :  The  record  shows,  Mr. 
Polk,  in  this  case,  that  a  claim  for  refund  on  ac- 
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count  of  the  taxes  paid  for  1942  was  filed  by  the 
TVestern  Pacific  Eailroad  Corporation  on  or  about 
March  9,  1945.  What,  if  anj-thing,  did  you  have 
to  do  with  the  filing  of  the  refund  claim? 

A.  I  had  the  refund  claim  drafted  by  one  of 
the  men  in  our  staff,  in  our  office,  and  gave  it  to 
Miss  Valouch  who,  I  believe,  took  it  into  Mr. 
Curry's  office  and  had  him  sign  it  and  file  it  with 
the  Collector  of  Internal  Revenue  where  the  taxes 
were  paid. 

Q.  Xow  bearing  in  mind  the  date,  March  9, 
1945,  and  the  fact  which  is  of  record  here  that 
the  New  York  office  of  the  Western  Pacific  Rail- 
road Coi^Doration  and  Company  was  not  closed 
until  the  end  of  that  year,  would  that  affect  in  any 
way  your  recollection  as  to  the  location  at  which 
these  papers  were  submitted  and  filed,  or  this  paper, 
rather  ? 

A.  No,  I  do  not  know  where  the  physical  sign- 
ing of  the  claim  for  refund  was  done.  I  know  that 
it  was  filed  at  the  Collector's  office  in  New  York. 

Q.  Now  do  you  recall  when  the  Commissioner 
of  Internal  Revenue  conducted  the  field  examina- 
tion of  the  federal  tax  returns  for  '42,  '43,  and  the 
first  four  months  of  '44? 

A.  Those  field  examinations  took  place  over  a 
period  of  time  in  the  spring  of  1944  until  about 
June  of  1946.  They  were  not  carried  on  as  a  con- 
tinuous activity,  and  the  first — you  just  asked  when. 
Do  you  want  me  to  go  ahead? 
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Q.  Yes,  I  think  if  you  will  give  a  general  de- 
scription it  would  help  us  along. 

A.  The  internal  revenue  agent  Leahy,  of  the 
agent's  office  in  New  York,  came  into  my  office, 
I  think,  the  spring  of  1944,  and  said  that  he  had 
the  1942  return  for  audit  and  the  '40  and  '41  as 
well.  I  told  him  that  a  loss  was  going  to  be  claimed 
in  the  1943  w^hich  would  have  a  carry-back  effect 
into  1942,  and  he  j^robably  should  audit  '43  at  the 
same  time  that  he  audited  '42  and  prior  years.  He 
agreed  to  that,  but  asked  questions  concerning  the 
nature  of  certain  deductions  that  appeared  on  the 
face  of  the  returns  for  '42  and  prior  years  and 
asked  for  analyses  of  reserves  and  matters  of  that 
sort.  These  were  secured  over  a  period  of  time  and 
furnished  him.  They  were  secured  from  Mr.  De- 
Graff  in  San  Francisco.  The  audit  did  not  become 
active  until  the  latter  part  of  194e5,  and  he  concluded 
his  examination  and  discussed  wdth  me  his  findings, 
proposed  recommendations,  sometime  around  June 
of  '46. 

Q.  Well  now,  when,  if  you  recall,  did  the  mat- 
ter of  the  stock  [1308]  loss  first  become  a  subject 
of  discussion  between  you  and  the  agent? 

A.  Well,  as  I  just  stated,  I  told  him  that  the 
loss  was  going  to  be  claimed  in  the  1943  return. 
He  was  aware  of  the  nature  of  the  claim  from  the 
beginning,  but  I  did  not  discuss  the  loss  with  him 
until,  oh,  approximately  six  months  before  he  com- 
pleted his  audit.    In  the  meanwhile  I  had  been  en- 
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gaged  in  assembling  evidence  and  material,  legal 

research,  in  support  of  the  claim  of  deduction. 

Q.  Now  I  show  you  two  documents,  one  marked 
Interveners'  90  for  identification  and  entitled  ''Date 
of  worthlessness  of  the  Western  Pacific  Railroad 
Company's  capital  stock"  prepared  by  Benjamin 
Graham,  52  Wall  Street,  New  York  5,  New  York, 
April  18,  1946,  which  is  a  document  beginning  with 
a  transmittal  from  Mr.  Grraham  to  your  firm  of 
April  25,  1946;  and  a  report  of  Mr.  Graham,  48 
pages  in  length,  with  appendices.  And  I  also  show 
you  the  document  idientified  as  Interveners'  Exhibit 
90  for  identification  which  is  a  report  on  ''Worth- 
lessness of  Western  Pacific  Railroad  Company  capi- 
tal stock  in  1943,"  submitted  to  James  K.  Polk, 
Esq.,  Whitman,  Ransom,  Coulson  and  Goetz,  40 
Wall  Street,  New  York,  dated  April  12,  1946; 
which  is  also  an  extended  document  of  84  pages, 
and  exhibits.     (Handing  to  witness.) 

I  will  ask  you  to  state,  please,  Mr.  Polk,  what, 
if  any,  connection  these  exhibits  I  have  just  handed 
to  you  had  to  do  with  your  presentation  of  the  mat- 
ter before  the  Commissioner  of  Internal  [1309] 
Revenue's  agent  in  New  York. 

Mr.  Clark:  We  object  to  it  on  the  ground  it  is 
incompetent,  irrelevant  and  immaterial,  your 
Honor;  the  tax  matter  is  settled,  the  matter  of  the 
stock  loss  so  far  as  this  action  is  concerned,  is  fixed. 
Nothing  further  remains  to  discuss  about  it. 

Mr.  Adams :  It  is  offered,  your  Honor,  as  a  part 
of  the  work  record  of  this  witness,  that  is  to  say, 
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his  account  of  what  he  did.  There  has  been  an 
assertion  here  that  the  defendant  took  over  the 
stock  loss.  We  account  for  the  participation  of 
each  witness  who  particij^ated  in  this  transaction. 
We  have  given  the  account  of  Mr.  Ehrman  and 
Mr.  Elsey.  Now  I  am  presenting  the  account  of 
the  lawyer.  It  has  to  do  with  that.  These  reports 
themselves  have  to  do  with  studies  on  the  date  of 
loss,  as  to  which  there  is  a  controversy,  since  plain- 
tiff's counsel  keeps  insisting  that  the  date  of  loss 
was  the  date  of  the  Supreme  Court  decision.  We 
do  not  oifer  these  reports  as  proving  anything  to 
the  contrary,  but  as  reports  presented  to  the  Com- 
missioner of  Internal  Revenue  in  which  the  whole 
subject  w^as  exhaustively  examined.  It  has  to  do 
with  that. 

Mr.  Phleger:  Your  Honor,  w^e  have  no  objection 
to  the  statement  of  fact  that  the  reports  were 
made,  but  these  are  lengthy  documents  and  we  do 
not  think  the  record  should  be  extended.  We  have 
not  expended  the  money  to  have  them  printed  or 
photostated.  [1310] 

Mr.  Adams :     They  were  admitted  on  discovery . 
and  merely  marked  for  identification  after  being 
examined. 

Mr.  MacKinnon :  At  this  stage  of  the  game  I  do 
not  think  they  were  offered  in  evidence.  An  ob- 
jection was  made  to  interrogating  the  witness  as 
to  what  connection  these  reports  had. 

Mr.  Phleger:  Counsel  said  he  intended  to  offer 
them. 
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Mr.   MacKinnon:     The   objection  is   clearly  im- 
proper. 

Mr.  Phleger:     We  have  no  objection. 
Mr.  Clark:     We  object  on  the  ground  they  are 
incompetent,   irrelevant   and   immaterial. 

The  Court:  If  I  understand  the  question  cor- 
rectly, and  knowing  lawyers  and  tax  experts,  he 
might  talk  for  hours  in  answer  to  that  question 
as  to  what  connection  these  reports  had  with  his 
work.  All  you  are  trying  to  show  is  he  investi- 
gated the  matter,  secured  other  help,  got  other  re- 
ports, as  a  tax  man  would  do,  and  made  his  repre- 
sentations and  arguments  to  the  tax  board.  Is  that 
about  it?    I  mean  to  the  Commissioner's  office'? 

Mr.  Adams :  That  is  a  fair  statement,  yes,  your 
Honor.  I  am  accounting  for  the  work  Mr.  Polk 
did.     This  is  a  part  of  it. 

The  Court:     Is  anybody  attacking  his  work? 
Mr.  Phleger:     It  was  very  satisfactoiy. 
The  Court:     I  do  not  see  any  necessity  for  this 
examination. 

Mr.  Clark:  That  is  our  point,  your  Honor. 
The  Court:  I  will  assume,  unless  counsel  indi- 
cates to  the  contrary,  that  the  witness  devoted  him- 
self e^ectively  and  [1311]  efficiently  and  over  a 
long  period  of  time  with  the  aid  of  assistants  to 
presenting  this  tax  matter  to  the  Commissioner's 
office.  Unless  counsel  indicate  to  the  contrary,  I 
will  assume  that  that  is  so. 
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Mr.  Adams:  There  seems  to  be  no  demur,  your 
Honor. 

The  Court:     No. 

Mr.  Adams:  Without  asking  the  witness  to  give 
any  detail  of  the  work,  I  will  ask  him  to  sketch  in 
the  times  during  which  that  work  was  done,  very 
briefly. 

The  Court:     All  right. 

Q.  (By  Mr.  Adams)  :  Do  you  recall  the  ap- 
proximate time  when  the  field  examiner  concluded 
his  work  in  connection  with  his  examination  of  the 
returns  for  1942,  1943  and  the  first  four  months  of 
1944? 

A.     Along  toward  the  end  of  May,  1946. 

Q.  Were  you  informed  of  his  proposed  recom- 
mendation •? 

A.  Yes,  he  informed  me  of  his  proposed  recom- 
mendation. 

Q.     What  was  his  proposed  recommendation'? 

A.  His  proposed  recommendation  was  that  the 
loss  be  allowed  as  a  1940  loss,  is  the  year  in  w^hich 
the  District  Court  had  entered  its  order  of  approval 
in  the  bankruptcy  proceeding. 

Q.  And  I  take  it  that  had  the  loss  finally  been 
allowed  for  the  year  1940,  it  would  not  have  served 
any  substantial  advantage  as  a  deduction  in  respect 
of  the  later  war  years'? 

A.  There  is  some  doubt  about  whether  it  could 
have  had  any  effect  [1312]  in  the  year,  1942.  It 
would  have  had  no  effect  in  any  subsequent  year, 
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and  the  government  would  not  have  recognized  any 
effect  in  1942,  the  question  there  being,  if  you  want 
me  to  sketch  it,  whether  the  net  loss  carry-over 
should  be  computed  under  the  law  applicable  to 
the  year  to  which  the  loss  is  carried  or  from  which 
the  loss  originated. 

Q.  As  I  imder stand,  the  effect  of  your  answer 
as  to  the  year  1943  and  following,  if  it  had  been 
finally  determined  that  the  loss  took  place  in  1940, 
then  it  would  not  have  operated  in  any  wise  as 
a  deduction  for  1943  and  subsequent  years? 

A.     That  is  correct. 

Q.  Following  your  learning  of  the  proposed  rec- 
ommendation of  the  field  examiner,  what  was  your 
next  step? 

A.  My  next  step  was  to  take  the  matter  up  with 
the  Office  of  Internal  Revenue  Agent  in  charge 
to  whom  the  report  would  be  addressed,  and  my 
first  step  in  that  direction  was  to  get  the  required 
powers  of  attorney  on  file. 

Q.  What  relation  does  having  powers  of  attor- 
ney have  to  do  with  your  checking  the  matter  up 
with  the  Internal  Revenue  agent  in  charge? 

A.  Well,  an  investigating  internal  revenue  agent 
can  discuss  a  matter  with  anybody,  whether  he 
has  a  power  of  attorney  or  not,  because  he  is 
merely  examining  for  facts;  but  the  conference 
requirements  of  the  Bureau  are  that  when  confer- 
ences are  to  be  held,  powers  of  attorney  must  be 
filed  by  an  authorized  [1313]  representative. 
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Q.  And  did  the  internal  revenue  agent  in  charge 
afford  you  a  hearing? 

A.  He  did.  I  had  an  informal  rather  than  a 
scheduled  conference  under  Bureau  procedure  with 
Mr.  Krigbaum,  Internal  Revenue  agent  in  charge, 
and  his  assistant.  [1313A] 

Q.     What  was  the  subject  matter  of  the  hearing*? 

A.  Just  before  the  field  man  had  completed  his 
report,  I  addressed  a  letter  to  Mr,  Krigbaum  in 
which  I  outlined  the  facts  concerning  the  taxpay- 
er's claim  for  deduction,  but  without  argument, 
and  I  appeared  before  Mr.  Krigbaum  and  refreshed 
his  recollection  concerning  the  factual  statement 
and  argued  that  the  loss  was  properly  a  1943  loss 
and  not  a  1940  loss.  Mr.  Krigbaum  stated  that 
he  was  not  at  all  sure  that  the  agent  might  not  be 
right  in  his  proposed  recommendation,  and  I  then 
suggested  that  the  matter  be  referred  to  Washing- 
ton for  an  advisory  ruling,  and  Mr.  Krigbaum  said 
that  he  would  refer  it  there  if  I  could  find  out  if 
they  considered  the  type  of  matter  that  they  would 
give  an  advisory  ruling  on. 

Q.  Did  you  then  confer  with  the  office  of  the 
Commissioner  of  Internal  Revenue  in  Washington? 

A.  I  did.  I  talked  with  Mr.  Nichols,  Mr.  Gay- 
ton,  and  others,  and  they  stated  they  w^ould  be  glad 
to  give  an  advisory  ruling  if  Mr.  Krigbaum 's  of- 
fice requested  it. 

Q.     What  was  the  next  thing  you  did? 

A.    Well,  I  told  Mr.  Krigbaum  of  that  and  Mr. 
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Krigbaum  then  forwarded  the  case  to  Washington. 

This  took  some  little  span  of  time. 

Q.  Did  you  have  any  conference  with  the  office 
of  the  Commissioner  of  Internal  Revenue  in  Wash- 
ington after  the  advisory  ruling  had  been  requested 
by  the  Internal  Revenue  agent  in  [1314]  charge? 

A.  After  I  found  out  the  case  had  reached 
Washington  I  talked  with  Mr.  Nichols,  who  was 
head  of  the  post-audit  review  section,  having  the 
New  York  area,  and  review^ed  with  Mr.  Nichols 
the  facts  in  the  case  and  the  contention  of  the  tax- 
payer that  this  was  the  1943  deduction.  Mr.  Nich- 
ols then  told  me  that  he  would  refer  the  case  in 
the  usual  course  to  his  office  force  for  considera- 
tion and  preparation  of  an  advisory  ruling,  and 
he  promised  me  that  in  the  event  there  was  any  dis- 
agreement with  the  positions  of  the  taxpayer,  that 
they  would  afford  me  a  formal  hearing. 

Q.  Following  that  did  you  learn  of  any  action 
that  the  office  of  the  Commissioner  in  Washington 
had  taken'? 

A.  The  next  thing  I  learned  about  the  case  was 
wiien  I  returned  from  San  Francisco  in  December. 

Q.     December,  1946 '^ 

A.  1946.  Mr.  Herskowitz  of  the  Internal  Reve- 
nue agent's  office  called  me  up  and  said  that  they 
had  received  an  advisory  ruling  stating  that  it  w^as 
the  opinion  in  Washington  that  the  revenue  agent's 
recommendation   should   be    sustained. 

Q.     What  did  you  do  next,  Mr.  Polk? 
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A.  I  went  down  to  Washington  to  find  out  about 
it  because  I  had  been  promised  a  hearing  in  the 
event  an  adverse  ruling  were  to  be  given,  and  I 
found  out  that  the  ruling  had  originally  been 
drafted  in  favor  of  the  taxpayer's  contention,  but 
it  had  [1315]  been  changed  in  the  front  office  with- 
out knowledge  that  the  conference  had  been  prom- 
ised and  had  not  been  afforded  me.  So  they  agreed 
that  if  the  matter  were  resubmitted  to  them,  they 
would  alford  me  a  hearing. 

Q.    And  were  you  in  fact  afforded  a  hearing? 

A.     I  was. 

Q.    Was  that  a  formal  hearing? 

A.     That  was  a  formal  hearing. 

Q.    And  when  was  it  held? 

A.     On  February  11,  1947. 

Q.    And  where? 

A.  In  the  office  of  Mr.  Edingfield,  Technical 
Advisor  to  the  Commissioner  of  Income  Tax. 

Q.     That  is  in  the  Treasury  office  in  Washington  ? 

A.     In  Washington,  yes. 

Q.    Who  was  in  the  hearing? 

A.  Mr.  Edingfield  presided,  and  Mr.  Nichols, 
and  some  man  whose  name  I  cannot  remember  from 
the  Securities  Valuation  Section,  were  present  rep- 
resenting the  Government;  Mr.  Noneman,  Mr. 
Whiteside  and  I  represented  the  taxpayer. 

Q.  And  Mr.  Whiteside  is  a  professor  in  the 
University  of  Cornell  law  school  and  an  associate 
from  time  to  time  of  your  firm? 
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A.     That  is  right. 

Q.  Will  you  please  tell  us  what  took  place  at 
the  conference.  [1316] 

A.  Well,  I  first  reviewed  the  facts  in  consider- 
able detail,  both  as  to  the  origin  of  the  loss,  the 
basis,  then  I  discussed  what  I  thought  were  the 
applicable  cases  which  sustained  the  taxpayer's 
contention  that  the  deduction  was  a  1943  deduction. 
I  discussed  at  some  length  the  Haskins  &  Sells, 
Bretey  and  Graham  rei)orts,  which  established  that 
the  stock  had  value  or  was  evidence  that  the  stock 
had  value,  up  to  certainly  April  of  1943,  when  the 
preferred  stock  was  delisted.  I  then  urged  that 
the  Bureau  should  allow  the  deduction  as  a  1943 
deduction.  Mr.  Edingfield  at  that  point  stated  that 
he  thought  that  there  was  considerable  merit  to 
the  taxpayer's  contention,  but  that  the  interests  of 
the  Government  might  best  be  protected  by  litigat- 
ing the  matter.  I  told  Mr.  Edingfield  I  thought 
this  w^as  a  case  that  was  particularly  subject  to  ad- 
ministrative settlement,  rather  than  litigation.  Mr. 
Edingfield  suggested 

The  Court :  Mr.  Adams,  I  don't  like  to  interrupt, 
but  while  this  case  is  important  and  you  should 
have  all  reasonable  time  to  present  it  on  both  sides, 
there  are  other  litigants  that  are  entitled  to  be 
heard  in  these  courts  and  are  waiting  to  be  heard, 
and  I  just  cannot  see  what  purpose  is  served  by 
these  long  discussions  as  to  what  took  place  in  a 
conference    in    Washington    over    subject    matter. 
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when  the  results  are  before  the  Court,  and  it  doesn't 

seem  to  serve  any  useful  purpose. 

Mr.  Adams:  Your  Honor,  I  am  responsible  for 
this;  may  I  try  and  shorten  that  up  in  that  case? 
I  appreciate  your  [1317]  Honor's  suggestion. 

Q.  Mr.  Polk,  you  have  just  come  to  the  ques- 
tion of  settlement.  Now,  at  that  conference,  will 
you  state  what  proposal  of  settlement  was  discussed, 
and  tell  us  briefly  about  that.  That  is  what  we  have 
to  account  here  for. 

A.  Well,  Mr.  Edingfield  asked  what  sort  of  a 
settlement  could  I  suggest,  and  I  said,  "Well,  the 
case  might  be  settled  by  leaving  the  returns  as 
filed,  stand,  unchanged."  He  asked  me  if  I  would 
put  it  in  writing,  and  I  told  him  I  would  get  au- 
thorization and  put  it  in  writing. 

Q.  And  you  spoke  of  Professor  Whiteside,  and 
I  did  also.  It  is  a  fact,  is  it  not,  that  Professor 
Whiteside  worked  with  Colonel  Coulson  through- 
out the  reorganization  of  the  Western  Pacific,  or 
the  latter  part  of  that  period'? 

A.  Yes,  I  had  Mr.  Whiteside  present  to  be  sure 
that  I  accurately  stated  facts  regarding  the  reor- 
ganization. 

Q.  Now,  at  this  time,  the  time  of  this  confer- 
ence that  you  had  in  Washington,  where  was  Colo- 
nel Coulson? 

A.     He  was  in  San  Francisco. 

Q.  Did  you  discuss  the  submission  of  the  pro- 
posal of  settlement  with  him? 
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A.  I  immediately  phoned  him  in  San  Francisco 
and  told  him  of  this  development  which  had  taken 
place. 

Q.  And  did  you  receive  a  telephone  call  from 
San  Francisco  in  respect  of  the  proposal  of  set- 
tlement? And  please  state  what  [1318]  that  was, 
briefly,  and  whether  or  not  through  that  telephone 
call  you  received  authorization  to  go  ahead. 

A.  I  did,  two  or  three  hours  later,  receive  a  tele- 
phone call  from  San  Francisco.  I  was  advised  by 
Colonel  Coulson  and  Mr.  Elsey  that  the  directors 
had  been  canvassed  and  that  I  was  authorized  to 
submit  the  written  offer  of  settlement,  which  I  read 
over  the  telephone  to  them. 

Q.  Now,  was  anything  said  during  either  of 
these  telephone  calls  as  to  the  advisability  or  in- 
advisability  of  informing  the  plaintiff  corporation 
about  the  offer  of  settlement? 

A.     Nothing  was  said. 

Q.  Did  you  thereupon  file  the  offer  of  settle- 
ment with  the  Commissioner? 

A.     I  did,  the  same  afternoon. 

Q.    And  that  document  is  in  the  record. 

I  think  all  counsel  will  agree  that  a  copy  of  it 
appears  as  a  part  of  Plaintiff's  Exhibit  68,  being 
a  document  dated  February  11,  1947? 

Mr.  Phleger:     It  is  so  agreed. 

Q.  (By  Mr.  Adams)  :  Now,  when,  if  at  any 
time,  did  you  learn  that  the  proposal  of  settlement 
had  been  referred  by  the  Commissioner  of  Internal 
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Revenue  to  the  Internal  Revenue  agent  in  charge 

in  New  York  ?  A.     Approximately  March  19. 

Q.  And  when  with  respect  to  that  date  did  you 
notify  the  plaintiff  [1319]  corporation  of  the  sub- 
mission of  the  proposal  of  settlement? 

A.  I  think  the  letter  to  Mr.  Curry  was  dated 
April  2. 

Mr.  Adams:  And  may  the  record  show,  by  con- 
sent of  counsel,  that  the  letter  is  Plaintiff's  Ex- 
hibit 68? 

Mr.  Phleger:     Agreed. 

Q.  (By  Mr.  Adams)  :  Did  you  thereafter  dis- 
cuss the  matter  with  representatives  of  the  plain- 
tiff corporation?        A.     I  did. 

Q.  What  was  the  occasion,  if  any,  for  the  delay 
in  notifying  the  plaintiff  corporation  of  the  sub- 
mission of  the  proposal  of  settlement? 

A.  Wei],  it  was  my  first  impression  that  the 
taxes  which  had  been  paid,  and  which  would  be 
paid,  being  the  dollars  of  the  company,  that  my 
responsibility  was  to  them  and  not  to  the  corpora- 
tion. But  I  knew  of  the  pending  litigation,  and 
after  giving  the  matter  consideration,  I  came  to 
the  conclusion  that  they  should  be  notified.  And 
when  I  came  to  that  conclusion,  I  notified  them. 

Q.  Now,  had  anybody  at  any  time  requested 
you  to  refrain  from  advising  the  plaintiff  of  the 
submission  of  the  proposal  of  the  settlement  to 
the  Bureau?  A.    No,  sir. 

Q.    Did  any  representative  of  the  plaintiff  ever 
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tell  you  that  tb(;y  thought  the  projjosed  settlement 
was  disadvantageous  as  regards  settlement  with 
the  Government?  [1320] 

A.     1   don't  think  I  understand  the  question. 

Q.  Did  any  representative  ol*  the  plaintiff  cor- 
poration ever  tell  you  that  they  did  not  believe  the 
I)roposed  settlement  was  a  good  one? 

A.     No,  they  did  not. 

(^.  Now,  Mr.  Polk,  what  did  you  perceive  your 
functions  to  be  as  tax  counsel  engaged  in  this 
woj-k'i? 

A.  1  thought  my  function  was  to  advise  con- 
cerning .F(;d(?ral  tax  matters  in  such  a  way  as  to 
I)roduce   the;   least  tax   liability   for  the  grouj). 

Q.  Now,  do  you  recall  the  commencement  of  the 
stockhold(!rs'  action  in  New  York,  which  we  call 
the  Van  Kirk  action,  in  the  middle  of  the  year 
1940? 

A.     I  was  awai'c  of  it  shortly  after  it  was  filed. 

Q.  Shortly  after  it  was  filed,  did  you  examine 
the  bill  of  com[)laint  in  that  lawsuit? 

A.  1  did  not  (examine  the  bill  of  complaint,  al-J 
though  certain  portions  of  it  were;  brought  to  myj 
attention,  and  I  did  (examine  them  with  Mr.  Shaw.j 

Q.  Now,  after  you  found  out  about  that  law- 
suit in  which  th(;re  wer(;  controversies  between  the] 
j)arties  as  to  who  was  to  get  the  so-called  tax  sav-J 
ings,  did  you  b(;li(!ve  that  there  was  any  possible] 
conflict  as  far  as  your  rei)resentation  of  the  group] 
was  concerned? 
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A.  No,  I  ])olieve(l  my  employment  was  to  ob- 
tain tlic  l(!ast  tax  [1321]  liability  jmssible  mider  the 
facts  and  the  Bureau  of  Internal  Revenue  laws  and 
regulations. 

Q.  And  did  you  believe  it  was  any  i'uiK'tiou  of 
yours  to  give  advice  to  any  meinlx^r  of  the  group 
with  respect  to  ])()ssible  claims,  one  against  the 
other '^  A.     No. 

(^.  Now,  did  you  have  any  other  fui'tiuM'  knowl- 
edge; with  res[)(!ct  to  tlH>  Van  Kirk  claim  llinii  what 
is  set  forth  in  llie  hill  of  complaint?  A.     No. 

Q.  Have  you  ever  heard,  oi*  had  you  ever  heard 
of  such  a  (daim  prior  to  the  time  you  Icai-ned  about 
it  tln-ough  that  complaint?  A.     1    had  not. 

Q.  Now,  L  hand  you  a  copy  of  a  letter  identi- 
fied as  Plaintiff's  Exhibit  7  upon  the  de})ositions, 
being  a  letter  of  Sej)tember  21,  i94(),  addi'esscHl 
to  your  firm  by  Mr.  (Jurry  as  j^resident  of  the 
plaintiff  corporation,  together  with  a  ('of)y  of  your 
]ett(n*  of  October  4,  1946,  addressed  by  you  to  Mr. 
Curry  as  such  president,  being  Plaintiff's  P'x- 
hibit  S-H. 

And  I  ask  that  8-A  Ix;  handed  up,  ])lease.  And 
I  will  offer  8-A.  It  is  a  letter  of  Octob(;r  5,  191(i, 
from  Ml'.  Curry  as  president  of  the  corporaticm, 
to  Mr.  Nicodemus  and  Mr.  Osborn,  enclosing  8-H, 
which  is  a  c()f)y  of*  Mr.  P<»lk's  letlei-  to  Mr.  Curry. 
I  shall  offer-  these  documents  in  evidence,  your 
Honor;  the  letter  of  Septembei-  27,  194G,  from  Mr. 
Curry  to  the  firm  [1322]  reads: 
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"In  order  to  protect  any  equitable  interests  that 
the  Western  Pacific  Railroad  Corporation  may 
have  in  the  reserves  set  up  by  the  Western  Pacific 
Railroad  Company  on  account  of  tax  deductions, 
as  well  as  any  refunds  of  tax  payments  arising 
from  claims  filed  with  the  corporation,  we  pro- 
pose to  file  a  bill  of  complaint  in  the  District  Court 
of  the  United  States  for  the  Northern  District  of 
California,  Southern  Division,  asking  that  these  re- 
serves and  refunds,  if  any,  be  impounded,  pending 
an  accounting  and.  an  equitable  determination,  to 
ascertain  what,  if  any,  interests  the  corporation 
may  have  therein. 

Appreciating  that  your  firm  has  acted  as  tax 
counsel  for  both  the  company  and  the  corporation 
in  the  filing  of  consolidated  tax  returns  and  in  the 
proceedings  now  pending  before  the  Internal  Reve- 
nue Department,  we  would,  of  course,  not  wish  to 
take  any  steps  w^hich  would  in  any  way  prejudice 
the  claims  made  in  these  returns.  We  would  there- 
fore appreciate  your  advise  on  this,  and  would  be 
glad  to  have  any  suggestions  you  may  make  for 
the  full  protection  of  the  interests  of  the  corpora- 
tion therein.  [1323] 

I  would  be  glad  to  arrange  a  conference  between 
your  Mr.  Polk  and  our  counsel  to  discuss  the  mat- 
ter further. 

Yours  very  truly. 


President. ' 


I 
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Plaintiff's  8-A  is  a  letter  of  transmittal  from 
Mr.  Curry  to  Mr.  Nicodemus,  and  Mr.  Osborn, 
dated  October  5,  1946,  transmitting  a  copy  of  Mr. 
Polk's  reply  to  the  letter  I  have  just  read,  and 
Plaintiff's  8-B  is  Mr.  Polk's  reply,  addressed  to 
Mr.  Curry,  President  of  the  Western  Pacific  Rail- 
road Corporation,  October  4,  1946; 

"Dear  Sir: 

This  refers  to  your  letter  of  September  27,  1946, 
addressed  to  this  firm.  The  undersigned  has  been 
acting  as  tax  counsel  in  connection  with  pending 
tax  questions  arising  under  the  Federal  consoli- 
dated returns  made  by  the  Western  Pacific  group 
for  the  period  ended  April  30,  1944,  and  prior  open 
years. 

In  presenting  the  issues  as  to  these  tax  matters 
to  the  Treasury  Department,  it  will  be  necessary 
to  develop  the  facts  fully,  and  the  Treasury  De- 
partment is  clearly  entitled  to  any  relevant  infor- 
mation. There  would  therefore  seem  to  be  no  rea- 
son why  any  development  of  facts  in  a  [1324]  sepa- 
rate litigation  instituted  by  your  company  in  the 
United  States  District  Court  in  California  would 
present  necessary  embarrassment  in  connection 
with  the  tax  questions." 

The  Clerk:     No.  37. 

Mr.  Adams :  I  offer  the  three  documents  as  De- 
fendants'  Exhibits  37-A,  -B  and  -C. 

(Letter,  September  27,  1946,  Curry  to  Whit- 
man,  Ransom,    Coulson   &   Goetz;   October   5, 
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1946,  Curry  to  Nicodemus  &  Osborn,  and  Oc- 
tober 4,  1946,  Polk  to  Curry,  were  received  in 
evidence  and  marked  Defendants'  Exhibits 
37-A,  -B  and  -C.) 

Q.  (By  Mr.  Adams) :  Now,  Mr.  Polk,  with  re- 
spect to  the  proposal  of  settlement  that  had  been 
submitted  on  February  11,  1947,  in  Washington, 
when  did  you  learn  that  that  proposal  had  been 
communicated  to  the  Revenue  Agent  in  charge  in 
New  York! 

A.  That  was  approximately  March  19,  as  I  stated, 
1947. 

Q.  And  thereafter,  with  respect  to  that  pro- 
posal of  settlement,  when  did  you  learn  that  the 
Internal  Revenue  Agent  in  charge  in  New  York 
had  acted  upon  it? 

A.  That  is  sometime  around  the  middle  of  June, 
1947. 

Q.  Did  you  advise  the  plaintiff  and  the  defend- 
ant in  this  suit — that  is,  the  Western  Pacific  Rail- 
road Corporation  and  the  Western  Pacific  Rail- 
road Company — of  the  action  taken  by  the  Inter- 
nal Revenue  Agent  in  charge?  A.     I  did. 

Q.  And  was  that  action  favorable  to  the  pro- 
posal ? 

A.  It  was;  it  contained  a  recommendation  for 
a  settlement  of  the  case  in  accordance  with  the 
proposal. 

Q.  Approximately  when  did  you  learn  of  that 
case?     Can  you  fix  the  time  approximately? 
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A.     It  is  around  June  15  of  1947. 

Q.  Was  it  in  the  same  month  that  you  notified 
the  plaintii¥  and  the  defendant? 

A.    Yes,  immediately  thereafter. 

Q.  Tell  the  Court — you  spoke  of  that  as  favor- 
able action — what  it  came  to;  that  is  to  say,  was 
the  action  of  the  Internal  Revenue  Agent  in  Charge 
final  or  was  it  an  intermediate  step  that  went  for- 
ward? 

A.  That  w^as  an  intermediate  step.  The  case 
had  then  to  go  to  post-audit  review  in  Washington 
for  final  action. 

Q.  Did  you  thereafter  learn  of  the  final  action 
being  taken  on  the  proposal?  A.     I  did. 

Mr.  Adams:  Your  Honor,  that  final  action  is 
exemplified  by  the  papers  attached  to  the  stipu- 
lation on  file  in  this  court. 

The  Court:     Yes. 

Mr.  Adams:  Your  Honor  will  recall  the  first  of 
the  letters  from  the  Commissioner  was  dated  Au- 
gust 13,  1946. 

Q.  When,  if  you  recall,  Mr.  Polk,  did  you  learn 
of  the  Commissioner's  action  on  August  13,  1946? 

iA.    August  14. 
Mr.  Phleger:     You  mean  1947. 
'    Mr.  Adams :     I  do. 

The  Witness:     August  14,  1947. 
Q.     (By  Mr.  Adams)  :     Now,  Mr.  Polk,  prior  to 
the  discussion  which  you  had  at  the  office  of  the 
Commissioner   of   Internal  Revenue   on   February 
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11,  1947,  had  there  been  any  prior  discussion  on 

your  part  with  respect  to  any  possible  settlement? 

A.     No,  sir. 

Mr.  Adams:     I  have  no  further  questions. 

Cross-Examination 
By  Mr.  Phleger: 

Q.  Mr.  Polk,  are  you  tax  counsel  for  the  de- 
fendant? A.     I  am. 

Q.    You  and  your  firm!  A.     That  is  right. 

Q.  When  did  you  cease  to  be  tax  counsel  for 
the  plaintiff? 

Mr.  MacKinnon:     Your  Honor,  we  submit 

Mr.  Phleger:     Now 

Mr.  MacKinnon:  I  can  make  an  objection.  I 
certainly  can  do  that.  I  object  to  the  question  on 
the  ground  that  it  calls  for  a  conclusion  of  law. 
Your  Honor  will  determine  the  question.  He  was 
representing  the  affiliated  group.  He  is  now  asking 
when  he  ceased  to  be  counsel  for  the  plaintiif  cor- 
poration. His  only  representation  was  as  a  rep- 
resentative of  the  [1327]  affiliated  group.  That  is 
a  question  of  law  for  your  Honor  to  determine. 

The  Court:     I  will  overrule  the   objection. 

The  Witness:  Well,  I  do  not  recall  any  ques- 
tions on  Federal  taxes  being  asked  me  after  the 
1945  return  was  filed.  There  have  been  questions 
asked  me  on  State  taxes.  Mr.  Curry  sent  such  a 
question  to  my  office  within  the  last  six  months. 

Mr.  Phleger:  Will  you  read  the  question  again, 
Mr.  Reporter. 
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Mr.  Adams:  I  submit  it  is  responsivCj  your 
Honor. 

Mr.  Phleger:     I  do  not  think  so. 
,  Q.    Are  you  still  tax  counsel  for  the  plaintiff? 

A.  I  still  am,  as  far  as  I  know,  for  the  years 
covered  by  the  powers  of  attorney  which  are  on 
file  with  the  Government. 

Q.  Do  you  still  consider  yourself  tax  counsel 
for  the  plaintiff  with  respect  to  all  the  matters  that 
are   in   controversy   here? 

Mr.  Adams:     If  your  Honor  please 

Mr.  Phleger:     Just  a  minute  now. 

Mr.  Adams:     I  can  make  an  objection. 

Mr.  Phleger:  I  object  to  objections  which  are 
suggestionized  in  their  form. 

Mr.  Adams:  That  is  a  sound  objection,  but  it 
is  made  before  the  objection  has  been  heard. 

Mr.  Phleger:     It  applies  to  the  last  objection. 

Mr.  MacKinnon:  I  do  not  think  there  was  any- 
thing suggestive  [1328]  in  the  form  of  my  objection. 
I  have  a  right  to  state  the  basis  of  my  objection 
in  any  objection  I  make. 

Mr.  Adams:  May  I  hear  the  question  to  which 
I  was  about  to  make  an  objection? 

(Question  read.) 

Mr.  Adams:  I  object,  your  Honor,  upon  the 
score  of  calling  for  a  conclusion  of  law  and  its  im- 
materiality as  to  any  issue  involved  in  this  case, 
it  appearing  on  the  facts  before  your  Honor  who 
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are  the  parties  and  who  are  their  representatives. 

The  Court:  I  should  think  a  lawyer  should  be 
able  to  say  whether  he  represents  a  client  or  not. 
I  do  not  think  that  calls  for  any  conclusion  of  law. 
I  will  overrule  the  objection. 

The  Witness:  I  have  not  been  called  upon  at 
all  by  the  plaintiffs,  as  I  have  stated,  with  the 
one  exception  that  I  mentioned,  oh,  for  two  years. 

Mr.  Phleger:  I  submit  that  is  not  responsive. 
Mr.  Reporter,  will  you  read  the  question. 

The  Court:  I  think  that  the  subject  of  the  in- 
quiry is  not  whether  the  corporation  has  made  any 
legal  inquiries  of  you  for  information,  but  whether 
or  not  there  is  any  relationship  now  in  existence 
of  a  contractual  or  other  nature  in  which  you  are 
employed  by  the  corporation. 

A.  I  know  of  no  contractual  relationship  by 
which  I  am  now  [1329]  retained  by  the  corporation. 

Mr.  Phleger:     I  will  narrow  the  breadth  of  that. 

Q.    Are  you  the  plaintiff's  attorney? 

A.     I — I  do  not  think  so. 

Q.  When  did  you  cease  to  be  the  plaintiff's  at- 
torney ? 

A.  Well,  when  they  ceased  asking  for  advice  or 
coming  to  me.  There  was  no  written  contract  or 
annual  retainer  at  any  time.  I  acted  on  requests 
for  information  or  on  work  to  be  done  as  it  was 
given  to  me,  and  when  they  stopped  giving  me  the 
work,  I  assumed  that  I  stopped  acting  as  their 
attorney. 

Q.    Well,  when  was  that  date? 
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A.  My  recollection,  I  have  told  you,  except  for 
this  one  matter  Mr.  Curry  referred  to  me,  I  do  not 
think  I  have  had  anything  to  do  for  the  corporation 
for  two  years. 

Q.     That  date  would  be  what  in  1945— or  1947  *? 

A.     1947. 

Q.     Can  you  fix  the  date? 

A.     I  cannot. 

Q.  As  a  matter  of  fact,  all  of  these  negotiations 
for  settlement  with  the  Government  that  you  re- 
lated were  all  conducted  in  the  name  of  the  plain- 
tiff corporation,  were  they  not? 

A.     Oh,  that  is  correct. 

Q.     By  yourself  as  attorney  in  fact? 

A.     Under  power  of  attorney. 

Q.     Yes.  [1330]  A.     Right. 

Q.    And  in  its  name  ? 

A.  And  in  the  name  of  the  common  parent 
corporation,  yes. 

Q.     That  is  the  plaintiff  corporation? 

A.     Right. 

Q.  Did  you  have  a  power  of  attorney  from  any- 
one else? 

Mr.  Adams :  You  mean  in  relation  to  the  matter 
now  in  controversy? 

Mr.  Phleger:     Correct. 

A.  Yes,  I  had  powers  of  attorney  from  the 
other  members  of  the  affiliated  group. 

Q.    But  you  conducted  all  the  negotiations  in 
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the  name  of  the  plaintiff  corporation  under  the 
power  of   attorney  which  you  have   testified  you 
prepared  and  submitted  to  Mr.  Curry  for  signa- 
ture, is  that  correct?  A.     That  is  correct. 

Q.  I  think  you  testified  that  you  made  the  offer 
in  behalf  of  the  plaintiff  corporation  and  the  affili- 
ated corporations  in  February  of  1947,  and  that 
you  notified  the  plaintiff  corporation  for  the  first 
time  sometime  in  April,  is  that  correct? 

A.     That  is  correct. 

Q.  Where  was  Mr.  Curry's  office  during  all 
this  time? 

A.    I  think  it  was  in  our  office  at  40  Wall  Street. 

Q.    Well,  you  know  it  was,  don't  you? 

A.    Yes.  [1331] 

Q.     How  far  from  your  office? 

A.  Oh,  it  was  six  or  eight  offices  removed.  I 
can't  tell  you  how  far. 

Q.     50  or  60  feet?    40  or  50  feet? 

A.    Well,  probably. 

Q.  40  or  50  feet  away  from  your  office.  Now, 
did  you  keep  Mr.  Curry  currently  advised  of  these 
other  matters  that  you  have  testified  to,  the  writ- 
ing of  the  first  Krigbaum  letter,  the  second  Krig- 
baum  letter,  and  the  Nunan  letter  ? 

Mr.  Adams:  Could  you  give  the  witness  an 
identification  of  something  that  you  have  names 
for  and  he  has  not  been 

The  Court:  He  may  be  able  to  place  them  with- 
out taking  a  lot  of  time  to  refer  to  the  exhibits. 
If  the  witness  needs  them  he  may  have  them. 
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Mr.  Adams:  It  is  just  a  question  of  identifica- 
tion. 

The  Court:  Do  you  know  what  Mr.  Phleger  is 
referring  to  ? 

A.  I  can  find  out  very  quickly.  The  first  Krig- 
baum  letter 

Q.  (By  Mr.  Phleger) :  is  the  general  ex- 
planation. 

A.     That  is  the  May  25  or  thereabouts  letter? 

Q.    Yes. 

A.     And  the  second  Krigbaum  letter 

Q.  The  first  Krigbaum  letter  is  May  31,  1946; 
the  second  Krigbaum  letter  is  a  year  later,  May 
19,  1947.  Did  you  advise  Mr.  Curry  of  the  send- 
ing of  those  letters  at  or  about  that  time  or  [1332] 
at  all?  A.     No. 

Q.  Did  you  advise  Mr.  Curry  about  the  sending 
of  the  Nunan  letter  at  or  about  its  time? 

A.     Is  that  the  February  11  letter? 

Q.     Correct. 

A.  I  advised  him  of  the  sending  of  that  letter 
on  April  2,  1947. 

Q.  Now,  you  stated  in  your  direct  testimony 
that  you  had  to  have  the  power  of  attorney  in 
order  to  deal  with  Krigbaum,  didn't  you? 

A.     I  did. 

Q.  Have  you  in  mind  that  you  did  not  get  the 
power  of  attorney  until  a  month  after  you  wrote 
the  first  Krigbaum  letter? 

A.     The  letter  was  addressed  to  Mr.  Krigbaum 
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but  was  delivered  to  Mr.  Leahy.    Mr.  Leahy  used 
it  in  the  recital  of  facts,  in  the  report  that  he  had 
in  the  course  of  preparation.  It  had  to  be  addressed 
to  his  chief,  and  not  to  the  Revenue  Agent. 

Q.  You  wrote  that  letter  and  signed  it  in  the 
name  of  the  plaintiff  corporation  before  you  had 
the  power  of  attorney,  didn't  you?  A.     I  did. 

Q.  I  will  direct  your  attention  to  the  1942 
return.  When  did  you  decide  to  file  a  consolidated 
return  for  the  year  1942? 

Mr.  MacKinnon:  I  object  to  the  form  of  the 
question.  He  [1333]  said,  "When  did  you  decide." 
There  is  no  evidence  that  the  witness  did  make  the 
decision. 

Mr.  Phleger:  Well,  he  can  answer  it.  It  is  a 
proper  question. 

Mr.  MacKinnon:  I  do  not  think  it  is  proper. 
That  is  why  I  objected  to  it. 

The  Court:     I  will  overrule  the  objection. 

A.  Well,  sometime  between  April  1  and  May  15, 
1943,  the  calculations  were  made  which  showed  the 
advisability  of  the  consolidated  return,  the  advan- 
tage of  the  consolidated  return  over  the  separate 
return,  and  advice  was  given  at  that  time,  of  course, 
to  file  on  the  basis  which  reflected  the  lower  tax. 

Q.  (By  Mr.  Phleger)  :  And  you  place  that  time 
as  what  time  in  1942? 

A.    I  camiot  place  the  time  by  day. 

Q.    No. 

A.     I  know  that  it  was  along  toward  the  latter 
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part  of  the  work  that  was  done  in  the  preparation 
of  the  return,  because  the  calculations  could  not  be 
made  until  some  progress  had  been  made  in  con- 
verting back  figures  to  tax  figures. 

Q.  And  Reilly  made  those  figures,  did  he,  for 
you?  A.     He  did. 

Q.     Have  you  got  the  figures? 

A.  I  do  not  know.  They  were  summarized  in  the 
letter  of  May  20,  but  I  do  not  believe  that  the 
actual  calculations  have  been  located.  [1334] 

Q.  When  in  1943  did  you  first  begin  to  take 
an  interest  in  the  tax  affairs  of  the  plaintiff  corpo- 
ration and  its  affiliated  corporations? 

A.  I  received  a  memorandum  of  inquiry  from 
Colonel  Coulson  sometime  around  the  15th  of  March, 
1943,  in  which  he  stated  that  he  understood  that 
the  returns  were  being  prepared  by  some  woman 
over  in  the  corporation  office  and  asked  me  to  look 
into  the  matter.  I  phoned  the  office,  talked  with 
someone  there — it  is  my  recollection  it  was  Mr. 
Curry — he  said  that  that  was  the  fact,  and  the 
papers  had  just  been  received  from  the  West  Coast, 
and  it  would  be  six  weeks  or  a  couple  of  months 
before  the  return  preparation  would  be  completed. 

I  made  a  memorandum  of  that  on  the  bottom  of 
the  paper  and  sent  it  back  to  Colonel  Coulson  and 
my — I  think  that  answers  your  question. 

Q.  That  memorandum,  Mr.  Polk,  reads  as  fol- 
lows : 
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"Colonel  Coulson: 

As  I  miderstand  the  procedure  in  the  New  York 
office,  only  the  lady  referred  to  has  any  part  in  the 
preparation  of  the  return.  She  now  has  separate 
company  data  and  will  require  several  weeks  to 
prepare  consolidated  schedules.  She  'confers'  with 
accounting  firm,  but  Mr.  Curry  says  they  are  too 
impoverished  to  hire  accounting  help.  They  paid 
on  3-15  a  quarterly  payment  of  $1,000,000.  [1335] 

No  decision  has  been  reached  as  to  depreciation 
treatment.   I  will  follow  this  up  if  you  so  direct  in 
about  four  weeks." 
You  recall  that,  do  you  not? 

A.     I  do. 

Q.  And  do  you  recall  then  a  memorandum  from 
Mr.  Coulson  to  you:     "Better  follow  up"? 

A.  I  know  that  that  notation  is  on  there.  I 
have  no  independent  recollection  of  it,  sir. 

Q.  At  that  time  you  or  your  firm  were  not  the 
attorneys  for  either  the  defendant  or  the  plaintiff 
or  the  trustees  in  bankruptcy,  were  you? 

Mr.  Adams:    You   mean   in    tax    matters,    Mr.   . 
Phleger?  ' 

Mr.  Phleger:  Yes,  in  tax  matters,  in  these 
matters.  A.     No,  sir. 

Q.  You  became  attorney  after  you  made  this 
inquiry?  A.     That  is  right. 

Q.  Do  you  know,  Mr.  Polk,  of  any  similar  case 
to  this,  that  is,  where  the  parent's  stock  loss  in  a 
subsidiary  was  used  in  a  consolidated  return  to 
eliminate  the  tax  for  the  affiliated  group? 
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A.     No,  I  have  no  personal  knowledge. 

Q.  Well,  you  never  heard  of  any  such  case,  did 
you? 

A.  Well,  the  way  you  stated  it,  it  is  a  rather 
usual  circumstance.  [1336] 

Q.     Well,  you  state  it.   You  are  an  expert. 

A.  I  know,  but  you  state  where  the  parent's  loss 
has  been  used  to  offset  system  income,  that  is  a 
rather  usual  circumstance. 

The  Court:  He  means  the  parent's  loss  of  its 
own  stock  in  a  subsidiary. 

Q.  (By  Mr.  Phleger) :  Yes,  its  ownership  in 
the  subsidiaries. 

A.     I  know  of  no  such  case. 

Q.  As  a  matter  of  fact,  this  case  could  not  have 
happened  except  for  a  change  in  the  law  in  October 
1942,  could  it? 

A.     No,  it  could  not  have. 

Q.  What  was  that  change  in  the  law  which  made 
this  possible? 

A.  Well,  there  was  a  veiy  unfair  situation  m 
consolidated  return  accounting  up  to  that  point 
that  section  23(g)(4)  was  designed  to  correct.  You 
see,  under  consolidated  returns  intercompany  trans- 
actions are  eliminated,  and  where  a  parent  corpo- 
ration puts  out  its  cash  for  a  subsidiary  company 
and  then  the  subsidiary  company  becomes  worth- 
less, if  you  eliminate  the  worthlessness  as  an 
intercompany  transaction,  there  has  been,  in  the 
usual   case,    a    deprivation    of    capital,    a    loss    of 


1448        Western  Pacific  R.R.  Corp.,  et  al.,  vs. 

(Testimony  of  James  K.  Polk.) 
capital  and  no  reflection  for  tax  purposes,  and  that 
was  corrected  by  the  insertion  into  ithe  Internal 
Revenue  Code  of  Section  23(g)(4). 

Q.  So  that  my  statement  is  correct,  is  it  not, 
that  this  particular  tax  handling  became  possible 
because  of  the  new  law  passed  [1337]  in  October 
of  1942 '^ 

A.     It  was  the  Revenue  Act  of  1942,  yes,  sir. 

The  Court:  Perhaps  we  might  take  a  recess  at 
this  time. 

(Recess.)  [1337-A] 

Q.     (By  Mr.  Phleger) :     Mr.  Polk,  when  was  the  . 
first  time  it  was  decided  to  use  the  stock  loss  ?         1 

A.  In  late  December  1943,  I  had  reached  the 
conclusion  that  I  would  recommend  its  use.  In 
January  of  1944  I  did  recommend  its  use  and  the 
decision  was  made  to  use  it. 

Q.    Who  made  the  decision  ? 

A.     Mr.  Elsey,  Mr.  DeGraff. 

Q.    Where  was  it  made? 

A.     Made  in  San  Francisco. 

Q.  When  was  it  decided  to  file  a  consolidated 
return  including  the  defendant  corporation  for  the 
first  four  months  of  1944? 

The  Court:  You  mean  the  defendant  corpora- 
tion? 

Mr.  Phleger:  A  consolidated  return  of  the 
plaintiff,  including  the  defendant  corporation  for 
the  first  four  months  of  1944. 
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Mr.  Adams:  Your  Honor,  I  miderstand  I  have 
a  running  objection  to  the  characterization  due  to 
the  fact  that  we  represent  the  reorganized  com- 
pany, which  came  into  existence  the  first  of  1945, 
and  questions  of  this  sort  are  subject  to  such  a 
running  objection. 

Mr.  Phleger:  Well,  Mr.  Adams,  the  returns 
were  filed  in  the  name  of  the  defendant  corpora- 
tion, were  they  not? 

Mr.  Clark:     The  plaintiff  corporation. 

Mr.  Adams:  The  1944,  the  first  four  months  of 
1944  were  filed  in  the  name  of  the  plaintiff,  and 
the  last  eight  months  [1338]  were  filed  by  the 
defendant  corporation. 

Mr.  Phleger:  Yes,  but  the  participance  in  the 
first  four  months  was  in  the  name  of  the  defendant 
corporation,  was  it  not? 

Mr.  Adams:  As  it  had  always  been  throughout 
the  trusteeship. 

Mr.  Phleger:  Well,  that  is  the  question.  Would 
you  read  the  question? 

~  (Previous  question  read  by  the  reporter.) 

A.  I  am  not  sure  I  can  answer  that.  I  can't 
tell  you  when  I  decided  to  recommend  that. 

Q.    When  was  that? 

A.  That  was  shortly  after  the  transfer  of  the 
stock,  April  30,  1944,  which  terminated  the  affili- 
ation. 

Q.     To  whom  did  you  make  the  recommendation? 
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A.  The  recommendations  were  ultimately  made 
to  Mr.  Elsey,  Mr.  DeGraff,  Mr.  Curry  prepared  the 
returns  in  accordance  with  them,  and  so  forth. 

Q.     And  they  made  the  decision? 

A.  The  decision  to  file  the  returns  were,  of 
course,  made  by  the  company. 

Q.  Yes.  Now  who  made  the  decision  to  file  a 
claim  for  refund  for  1942? 

A.  Decision? — I  prepared  the  claim  for  refund, 
and  saw  that  it  was  finally  filed. 

Q.    Well,  who  made  the  decision  to  file  it  ?  [1339] 

A.  Well,  I  guess  that  decision  was  made  by  Mr. 
Curry,  who  signed  it. 

Q.     Well  now,  Mr. 

A.  Well,  you  asked  who  made  a  decision  to  file 
it.  I  recommended  and  prepared  the  claim,  which 
is  a  technical  step  to  protect  the  interests  of  the 
group  in  the  transaction,  and  sent  it  forward  for 
execution  by  the  proper  signing  officers,  and  it  was 
executed  and  filed. 

Q.  Well,  you  prepared  it  on  your  own  initiative, 
did  you  not?  A.     Certainly. 

Q.  And  when  you  prepared  it,  had  you  dis- 
cussed it  with  anyone  in  the  corporation,  the  mat- 
ter ?  A.     No. 

Q.  And  you  sent  it  forward  with  the  request 
that  it  be  signed,  did  you  not? 

A.    I  did. 

Q.  Now  you  have  stated  at  some  length  as  to 
the   circumstances   surrounding  the   submission   of 
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the  so-called  Nunan  offer,  which  was  in  February, 
1947.  Other  than  the  power  of  attorney  which  you 
had  received  a  year  or  more  earlier,  had  you  any 
authorization  from  the  plaintiff  corporation  to 
make  that  offer  in  its  name?  A.     No. 

Q.  During  this  entire  period,  did  you  give  any 
advice  to  any  officer  of  the  corporation  as  to  what 
its  right  might  be  as  against  any  other  officer  of 
the  affiliated  group  arising  out  of  the  [1340]  filing 
of  consolidated  returns?  A.     No. 

Q.  Did  you  ever  advise  anyone  representing  the 
corporation,  the  plaintiff,  that  it  could  elect  to  file 
or  not  file  consolidated  returns? 

A.    Will  you  read  that  to  me? 

(Previous  question  read  by  the  reporter.) 

Mr.  Phleger:     No,  strike  that  out. 

Q.  Did  you  ever  advise  anyone  representing  the 
corporation  during  this  period  it  had  the  option 
to  file  or  not  file  consolidated  returns? 

Mr.  Adams:  I  object  to  the  question,  your 
Honor.  Our  contention  being  that  there  was  no 
option  under  the  circumstances,  and  it  was  obli- 
gatory on  the  part  of  plaintiff  corporation  to  file 
returns  which  were  filed. 

The  Court:  Well,  of  course  that  is  argument 
in  the  matter. 

Mr.  Adams:  That  is  right.  I  state  it  in  my 
objection. 

The  Court:  All  the  question  pertains  to  is  a 
1  question  of  fact.   Overruled. 
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A.  Well,  I  don't  believe  that  I  advised  anyone 
in  that  form.  I  did  advise  in  respect  specifically  of 
the  1942  tax  returns,  that  the  consolidated  basis 
was  a  great  deal  less  than  the  separate  basis.  It 
was  quite  apparent  to  everybody  that  we  could  have 
filed  on  either  basis. 

Mr.  Phleger:  Now  will  you  read  the  question, 
Mr.  Reporter,  [1341]  please  ? 

A.  I  would  like  to  complete  my  answer  by  stat- 
ing that  the  same  type  of  disclosure  of  advantage 
of  consolidated  over  separate  return  was  made  for 
the  year  '43  and  for  the  four  months  of  '44. 

Mr.    Phleger:     Would   you    read    my    question, 

please  ?  - 

(Previous  question  read  by  the  reporter.)       ■ 

Mr.   Adams:    May   we    have   the    answer,    your 

Honor  ? 

Mr.  MacKinnon:    Yes,  I  would  like  to  hear  the 

answer. 

The  Court:  You  may  during  this  period,  Mr. 
Phleger? 

Mr.  Phleger:  I  mean  during  this  entire  period 
involving  the  returns  for  these  years. 

The  Court:  All  right.  Do  you  wish  the  answer, 
gentlemen  *? 

Mr.  MacKinnon:    Yes. 

Mr.  Phleger:  Well,  he  didn't  answer  this  ques- 
tion. 

Mr.  MacKinnon:  I  assumed  he  did.  I  take  the 
position  that  he   did  answer  it.    I  think  it  is  a 
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responsive   answer.    It  may  not  be   what  comisel 

wishes,  but  that  is  immaterial. 

The  Court:  Well,  if  they  want  it,  you  may  as 
well  read  it. 

(Previous  answer  read  by  the  reporter.) 

Mr.  Phleger:  I  submit  the  question  has  been 
answered.  The  question  is,  "Did  you,  during  this 
period,  with  respect  to  this  period,  advise  the  corpo- 
ration that  it  had  the  option  to  file  or  not  file  con- 
solidated returns?" 

Mr.  Adams :  I  submit  the  question  was  answered 
directly. 

The  Court:  Well,  the  first  part  of  the  question 
is  in  [1342]  answer  to  it.   He  said  he  didn't. 

Mr.  Phleger :  Well,  if  that  is  the  answer,  that  he 
didn  't 

Mr.  Adams:  I  take  it,  your  Honor,  the  answer 
was  in  respect  of  the  privilege  to  explain  the  wit- 
ness' answer. 

The  Court:  Well,  of  course,  he  gave  part  of  it 
— part  of  it  is  his  conclusion  and  opinion,  as  to 
whether  everybody  assumed  something  or  not.  That 
is,  of  course,  his  opinion  and  conclusion. 

Mr.  Phleger:  That  is  right.  But  do  I  under- 
stand your  Honor  to  interpret  his  answer  is  that  he 
said 

The  Court:  He  said  he  didn't  do  it  in  that  form, 
which  means  that  he  didn't  do  it. 

Mr.  Phleger :     All  right. 

The  Court :     Because  your  question  was  a  specific 
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question,  I  am  not  attempting  to  shut  you  off;  you 

can  pursue  it  as  far  as  you  want  to. 

Mr.  Phleger :  Well,  the  witness  hears  your  inter- 
pretation of  the  answer,  and  I  accept  it. 

The  Witness:  Well,  I  didn't  mean  my  answer 
to  be  so  interpreted. 

Q.  (By  Mr.  Phleger) :  Well,  suppose  you 
answer  the  question,  then? 

Mr.  Adams:  Move  to  strike  out  that  remark  of 
counsel's;  it  is  inappropriate  to  this  record. 

The  Court:  Well,  the  question  was  a  narrow 
one.  The  [1343]  attorney  wanted  to  know  whether 
you  advised  anyone  connected  with  the  corporation 
that  the  corporation,  during  this  period  of  time, 
had  the  option  to  file  or  not  to  file  any  affiliated 
returns. 

The  Witness:  Well,  your  Honor,  that  was  per- 
fectly apparent  when  I  discussed  with  them 

The  Court:  It  may  be.  Now  that  is  a  matter 
that  I  am  going  to  have  to  decide.  All  he  wants  to 
know  is  whether  you,  from  your  own  mouth,  by 
word  of  mouth  or  in  writing,  specifically  so  told 
any  of  the  officers  of  the  plaintiff  corporation.  Now 
there  are  a  lot  of  lawyers  here  that  are  going  to 
carry  it  further,  I  suppose.  But  that  you  can 
answer. 

The  Witness:    Very  weU. 

The  Court:  And  you  don't  have  to  be  afraid  to 
answer  it  because  it  may  be  there  is  some  other  evi- 
dence to  show  that  they  did  not  know  that.  But  all 
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he  is  asking  you  is  whether  you  told  them  that. 

That  is  all. 

The  Witness :  Well,  when  I  discussed  the  advis- 
ability of  filing  one  or  the  other,  it  was  perfectly 
apparent  that  they  understood  that  they  could  have 
filed  either  of  them. 

Mr.  Phleger:  I  move  that  be  stricken  out  and 
that  the  witness  answer  the  question. 

The  Court:  Yes,  it  may  go  out.  That  still  may 
come  into  the  case,  but  all  you  are  being  asked  is 
whether,  at  the  time  you  told  them  that.  [1344] 

A.     Very  well,  sir. 

Q.  (By  Mr.  Phleger) :  Will  you  answer  the 
question  ? 

A.     I  have  answered  it  as  well  as  I  can,  sir. 

Mr.  Phleger:  Will  you  read  the  question,  Mr. 
Reporter  ? 

(Previous  question  read  by  the  reporter.) 

The  Court:  It  is  not  a  question  of  whether  you 
considered  it  necessary  to  do  that;  but  in  fact,  did 
do  it. 

A.    Well,  I  certainly  considered  that  I  had. 

Mr.  Phleger :  Well,  I  move  that  that  be  stricken 
out. 

The  Court:     Yes.   That  may  go  out. 

Mr.  Phleger :     And  that  he  answer  the  question. 

A.    It  is  my  belief  that  I  did. 

Mr.  Phleger:  Now  I  would  like  the  deposition 
of  this  witness,  page  1985. 
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(Deposition  produced  by  clerk.) 

Q.  (By  Mr.  Phleger)  :  I  read  to  you  from  your 
deposition,  page  1985,  about  eight  lines  from  the 
bottom  of  the  page: 

**Q.  In  connection  with  the  preparation  and  fil- 
ing of  the  1944  tax,  did  you  advise  the  corporation 
that  the  corporation  could  elect  to  file  a  non-con- 
solidated return  for  that  year? 

''A.     I  did  not." 

Do  you  recall  that  testimony? 

A.  Well,  I  don't  recall  all  that  I  said  on  depo- 
sition, no,  sir. 

Q.  Well,  was  that  statement  true  when  it  was 
made?  [1345] 

A.  Well,  it  is  my  present  recollection,  as  I  have 
tried  to  testify  that  Mr.  Curry,  an  officer  of  the 
corporation,  was  advised  of  the  type  of  return  and 
reason  for  filing  that  type  of  return,  as  against  a 
separate  return,  as  each  return  was  prepared — '42, 
'43,  and  '44.  Now  that  is  the  fact;  what  that 
amounts  to  I  cannot  say.  I  am  not  attempting 
to  testify 

Q.  Well,  you  have  been  asked  the  direct  ques- 
tion as  to  whether  you  advised  them — that  is,  the 
plaintiff  corporation — that  they  had  the  option 
or  election  to  file  or  not  to  file  a  consolidated  re- 
turn.    Now  what  is  your  answer? 

Mr.  MacKinnon:  I  submit,  your  Honor,  that 
that  is  a  different  question  than  was  asked  previ- 
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ously,  and  I  object  to  it  on  the  ground  that,  if  it 
is  purported  to  be  the  question  that  was  previously 
asked,  the  previous  question,  if  I  recall,  was  "any- 
one connected  with  the  plaintiff  corporation."  Now 
he  says  the  ''plaintiff  corporation." 

Mr.  Phleger:    Well,  I  see  no  difference. 

The  Court:     I  will  overrule  it. 

Mr.  MacKinnon:     I  see  a  material  difference. 

The  Court:     Overruled. 

The  Witness :  You  are  not  excluding  Mr.  Curry 
in  that  connection'? 

Mr.  Phleger:     No. 

A.  I  gave  no  written  opinion  on  that  to  anyone. 
I  was  not  asked  the  specific  question,  so  far  as  I 
can  recall,  by  anyone.  [1346]  It  was  discussed  and 
decided  as  an  available  alternative  method  of  filing 
in  each  year,  and  the  decision  was  to  file  on  the 
basis  which  produced  the  least  tax. 

Q.  And  that  is  the  only  answer  you  can  make 
to  my  direct  question  as  to  whether  you  advised  ? 

A.     That  is. 

Q.  And  you  want  the  record  to  remain  in  that 
shape.  You  know  during  all  this  time  that  the 
plaintiff  corporation  could  elect  to  file  a  separate 
return  if  it  saw  fit,  did  you  not? 

A.  Well,  I  would  have  so  advised.  There  are 
lots  of  periods  during  this  time  that  you  are  talking 
about  when  they  could  not  have,  sir.  You  realize 
that  this  was  not.  a  continuing  new  election  each 
year.     It  was  something  that  came  up  by  way  of 


j 


1458        Western  Pacific  R.R.  Corp.,  et  al.,  vs. 

(Testimony  of  James  K.  Polk.) 
the  commissioner's  authorization  at  varying  dates, 
so  there  were  considerable  periods,  when  there  was^ 
no  election  available.     Having  once  filed  the  con 
solidated  returns,  you  were  bound  by  it. 

Q.     Having  made  that  qualification,  will  you  an- 
swer the  question'? 

Mr.  Adams:     I  object  to  the  question  as  stated. 
The  Witness:     I  just  can't  answer  your  ques- 
tion.   It  is  not  so,  that  they  had  a  free  election  all 
during  this  period. 

Q.  (By  Mr.  Phleger)  :  Is  it  not  a  fact  that  you 
knew  that  at  each  time  a  consolidated  return  was 
in  fact  filed  for  1942,  1943  and  1944,  that  the  cor- 
poration at  the  time  of  filing  had  an  election  not 
to  file  a  consolidated  return  but  an  individual  re- 
turn?   You  knew  that,  didn't  you'?  [1347] 

Mr.  Adams:  Your  Honor,  I  object  to  that.  I 
contend  the  statement  in  the  question  is  inaccurate. 
That  is  an  issue  in  this  case.  Your  Honor  appre- 
ciates one  of  our  contentions  is  directed  to  the  con- 
trary, and  counsel  is  asking  of  this  witness  a 
question  which  is  an  issue  of  law  before  your  Honor. 
The  Court:  He  is  only  asking  him  as  to  what 
his  knowledge  was  in  the  matter.     Overruled. 

The  Witness:  I  think  at  the  time  each  return 
was  in  fact  filed  that  there  existed  the  election  to 
file  either  separate  or  consolidated  returns. 

Q.  (By  Mr.  Phleger)  :  Mr.  Polk,  when  in  your 
opinion  did  it  become  clear  for  the  first  time  that 
the  tax  loss  would  be  accepted  by  the  government? 
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A.  August  14,  1947,  sir.  I  do  not  mean  to  be 
facetious,  but  this  was  a  doubtful  item  and  it  was 
not  until  the  Bureau  had  finally  allowed  the  settle- 
ment that  I  knew  that  we  had  the  benefit  of  it. 

Q.  As  a  matter  of  fact,  you  considered  any  liti- 
gation about  the  tax  benefits  premature  prior  to 
that  date,  isn't  that  right? 

Mr.  MacKinnon:  That  is  objected  to,  your 
Honor,  on  the  ground  it  is  irrelevant  and  immaterial 
to  any  issue  in  this  case. 

Mr.  Adams :  And  this  witness'  opinion  on  a  ques- 
tion of  law  of  that  sort  is  wholly  irrelevant,  your 
Honor. 

Mr.  Phleger:  He  is  your  attorney,  acting  for 
both  parties  at  this  time.  [1348] 

The  Court:  I  do  not  think  it  is  necessary  to 
argue  it.  I  think  it  is  within  the  reasonable  limits 
of  proper  cross-examination.     Overruled. 

The  Witness:     May  I  have  the  question  read. 
(Question  read.) 

A.  I  considered  any  estimate  of  the  amount  of 
savings  premature  prior  to  that  date. 

Mr.  Phleger:     I  would  like  the  witness'  deposi-  - 
tion,  please,  page  2496. 

Q.  I  read  now  from  your  deposition,  page  2496, 
about  eight  lines  from  the  bottom.  It  has  to  do 
with  a  conference  in  which  the  settlement  with  the 
government  was  being  discussed: 

"Q.  Were  you  discussing  in  those  conferences 
the  amount  which  is  the  subject  matter  of  the  liti- 
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gation  in  California  as  affected  by  the  settlement? 

'*A.     That  is  not  quite  clear  to  me,  sir. 

''Q.  What  was  the  relationship  between  the  sub- 
ject matter  that  you  described  as  having  been  dis- 
cussed at  this  conference  and  the  litigation  in 
California'? 

"A.  I  think  I  was  raising  the  question  that  any 
action  was  premature  until  the  liability  to  the  gov- 
ernment was  determined.  You  cannot  calculate  any 
savings  until  you  Imow  several  factors,  and  one  of 
the  most  important  ones  is  the  liability  under  the 
returns  as  filed." 

Did  you  give  that  testimony  that  I  have  just  read  ? 

A.    Yes,  sir. 

Q.    Was  it  true  when  given?  A.     Yes. 

Q.    Is  it  true  now  ?  A.     Yes. 

Q.     On  your  direct  testimon}^ 

Mr.  MacKinnon :  I  want  to  submit  the  very  nexl 
question  and  the  very  next  answer,  which  was  not 
read. 

Mr.  Phleger :     I  will  be  glad  to  read  them. 

The  Court:  You  can  take  that  up  on  redirect 
if  you  wish. 

Q.  (By  Mr.  Phleger)  :  Mr.  Polk,  on  your  direct 
testimony  you  testified  that  you,  after  some  thought 
on  the  subject,  decided  that  you  would  advise  the 
plaintiff  corporation  of  the  offer  of  settlement  which 
you  had  made  in  its  name  and  as  its  attorney  in 
fact  on  February  11,  1947,  and  that  you  thereupon 
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wrote  a  letter  to  the  plaintiff  corporation  so  advising 
it  under  date  of  April  2,  1947;  do  you  recall  that 
testimony  ?  A.     Yes. 

Q.     Did  you  write  that  letter  *? 

A.     I  dictated  the  letter. 

Q.     How  did  you  dictate  it^ 

A.     I  dictated  it  to  Mr.  Noneman. 

Q.     Over  the  telephone'?  A.     That  is  right. 

Q.     Where  were  you  at  the  time*?  [1350] 

A.     I  was  in  San  Francisco. 

Q.  So  you  dictated  this  letter  from  San  Fran- 
cisco to  your  i^artner  in  New  York  and  he  wrote 
the  letter  and  signed  your  name,  is  that  right? 

A.  May  I  see  the  letter "?  I  thought  it  was  signed 
with  the  firm's  name,  but  it  may  be  my  name. 

Mr.   Adams:     Plaintiff's   Exhibit   68,   I  believe. 

The  Court :    That  is  just  a  copy  of  it. 

Mr.  Phleger:  Yes,  the  copy  shows  signature  by 
James  K.  Polk,  if  it  is  a  correct  copy. 

Mr.  Clark:  It. is  conceded  to  be  correct,  your 
Honor. 

The  Witness :  I  do  not  suppose  it  is  incorrect.  I 
do  not  know. 

Q.     (By  Mr.  Phleger)  :     This  is  the  letter  that 

you  read  over  the  telephone  from  San  Francisco 

with  the  request  that  it  be  sent,  is  that  not  so  ? 

'      A.    Yes,  yes,  that  is  so.    But  I  mean  as  to  signa- 

,  ture,  whether  it  is  James  K.  Polk  or  Whitman- 

!  Ransom,  I  do  not  know. 

Q.     It  is  your  letter,  isn't  it? 
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A.    Yes,  it  is  my  letter. 

Q.  Did  you  dictate  this  letter  over  the  telephone 
from  San  Francisco  after  conference  with  the  at- 
torneys in  this  litigation? 

Mr.  Adams:     May  I  have  that  question  read"? 

(Question  read.) 

The  Witness:  You  mean  on  the  subject  matter 
of  the  letter  [1351]  or  just  in  point  of  time  ^. 

Q.     (By  Mr.  Phleger) :     Both. 

A.  It  was  after  conference  with  Mr.  Matthew 
and  Mr.  Adams,  biit  the  conference  was  not  on  the 
subject  matter  of  this  letter. 

Q.     It  was  about  this  litigation  in  part,  wasn't  it? 

A.     Oh,  yes,  yes. 

Q.  And  after  you  had  conferred  about  this  liti- 
gation, you  concluded  then  that  you  had  better  ad- 
vise the  plaintiff  corporation? 

A.     In  point  of  fact,  that  is  correct. 

Mr.  Phleger:     That  is  all. 

The  Court :    Any  questions  ? 

Mr.  Clark:    Just  a  few,  your  Honor. 

Cross-Examination 
(Interveners) 
By  Mr.  Clark: 

Q.  Mr.  Polk,  did  3^ou  get  Mr.  Coulson's  authori- 
zation before  you  prepared  the  January  11,  1944, 
opinion  which  is  in  evidence  in  this  case? 

A.     Approval  of  what,  sir? 

Q.     Did  you  get  Mr.  Coulson's  authorization  be- 
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fore  you  prepared  the  January  11,  1944,  opinion 

which  you  have  testified  you  gave  to  Mr.  Elsey? 

Mr.  MacKinnon:  I  object  to  it  on  the  ground 
it  is  irrelevant  and  immaterial  to  any  question  in 
the  action. 

Mr.  Clark:  I  will  submit  the  objection,  your 
Honor.  The  witness  testified  under  direct  examina- 
tion  

The  Court:    I  will  overrule  the  objection.  [1352] 

The  Witness :  I  can  best  answer  that  by  relating 
the  exact  facts  as  I  recall  them. 

Q.  (By  Mr.  Clark) :  Will  you  please  answer 
the  question? 

A.  Well,  I  did  not  get  Col.  Coulson's  approval 
to  anything,  sir. 

Q.  I  asked  whether  you  got  his  authorization 
before  you  prepared  the  opinion  which  you  gave 
the  defendant  company. 

A.  You  mean  authorization  to  give  them  an 
opinion'? 

Q.     Yes,  sir.  A.     No. 

.  Mr.  Clark:  May  it  please  your  Honor,  I  will 
offer  in  evidence  a  copy  of  telegram,  James  K. 
Polk  to  R.  E.  Coulson,  dated  January  10,  1944, 
having  been  marked  Interveners'  Exhibit  118  on 
deposition. 

Mr.  MacKinnon :    May  I  see  it,  please  ? 

Mr.  Clark:  The  authenticity  of  which  has  been 
conceded. 

Mr.  MacKinnon:     I  object  to  it  on  the  ground 


1464        Western  Pacific  B.R.  Corp.,  et  al.,  vs. 

(Testimony  of  James  K.  Polk.) 

it  is  irrelevant  and  immaterial  to  any  issue  in  the 

action. 

Mr.  Clark:  The  only  portion  of  the  telegram  I 
am  concerned  with,  your  Honor,  reads  as  follows: 

*'As  basis  for  closing  1943  book  entries,  letter 
requested  from  firm  as  to  effect  of  stock  loss  deduc- 
tion in  consolidated  return  on  railroad  company  tax 
liability  stop  I  will  prepare  letter  if  you  authorize 
by  wire." 

We  will  submit  the  offer. 

The  Court :    It  may  be  introduced.  [1353] 

(The  telegram  referred  to  was  thereupon ' 
received  in  evidence  and  marked  Interveners  ^, 
Exhibit  No.  20.) 

Q.  (By  Mr.  Clark)  :  At  that  time,  Mr.  Polk, 
did  Mr.  Coulson  instruct  you  that  the  opinion 
should  be  held  before  becoming  effective  until 
cleared  by  him'? 

Mr.  MacKinnon:     I  object  to  it  on  the  ground  ! 
it  is  irrelevant  and  immaterial  to  any  issue. 

Mr.  Clark:     I  will  submit  it. 

The  Court:  I  do  not  know  exactly  what  you  are 
getting  at.  Are  you  making  some  distinction  be- 
tween the  lawyers  in  the  same  firm? 

Mr.  Clark :  I  do  not  intend  to.  I  intend  to  show 
there  was  no  distinction,  your  Honor.  There  has 
been  testimony  in  this  case  that  Mr.  Polk  was  the 
person  who  was  relied  upon,  and  that  he  had  a 
certain  conception  of  his  duties.  Also  in  his  direct 
examination  Mr.  Polk  testified  the  only  reason  the 
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opinion  was  held  up  or  sent  to  New  York,  or  rather, 
clearance  from  New  York  was  requested  was  be- 
cause he  did  not  have  certain  data  out  here.  My 
point  is  it  was  cleared  with  Col.  Coulson,  the  head 
of  the  firm,  and  it  was  a  firm  proposition. 

The  Court:     Overruled. 

Q.  (By  Mr.  Clark) :  Did  Mr.  Coulson  instruct 
you  to  hold  up  the  opinion  until  he  cleared  it  from 
New  York? 

A.  I  recall  an  arrangement,  but  I  recall  no  in- 
structions. 

Mr.  Clark :  We  will  offer  in  evidence,  if  it  please 
your  [1354]  Honor,  a  memorandum  dated  January 
13,  1944,  signed  J.  K.  P.,  which  is  conceded  to  be 
Mr.  Polk's  initials,  which  is  heretofore  described 
as  Interveners'  Exhibit  178  on  deposition,  the 
only  part  of  which  I  am  interested  in  reading  as 
follows : 

"There  was  delivered  to  Mr.  Elsey  the  letter  of 
January  11  to  be  held  by  him  per  instructions  of 
Col.  Coulson  until' Mr.  Elsey  had  telegraphic  clear- 
ance from  Col.  Coulson  in  New  York." 

Mr.  MacKinnon:  I  object  to  the  letter  on  the 
ground  it  is  irrelevant  and  immaterial  to  any  issue 
in  the  action,  and  I  state  again  to  your  Honor,  that 
this  is  a  situation  where  he  takes  two  documents — 
these  are  only  two  out  of  many — and  offers  them. 
So  if  this  extraneous  matter  is  going  in,  there  is  no 
other  alternative  than  to  meet  it. 

The  Court:  Mr.  MacKinnon,  you  have  told  me 
that  a  great  many  times  during  the  trial  of  this 
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case,  and  I  am  not  going  to  admit  or  make  ruling 
admitting  or  excluding  evidence  on  the  basis  of 
some  threat  that  that  will  cause  the  other  side  to 
produce  any  dociunents  that  you  consider  proper  in 
product  any  documents  that  you  consider  proper  in 
the  case,  and  if  it  is  proper  and  material  I  shall 
admit  it. 

Mr.  MacKinnon:  I  am  objecting  to  it  on  the 
ground  it  is  irrelevant  and  immaterial. 

The  Court:    I  will  overrule  the  objection. 

(The  document  referred  to  was  thereupon 
received  in  [1355]  evidence  and  marked  Inter- 
veners' Exhibit  21.) 

Q.  (By  Mr.  Clark)  :  Mr.  Polk,  directing  your 
attention  to  the  conference  at  Denver,  or  rather,  the 
meeting  at  Denver  in  June  of  1943  with  Mr.  Schu- 
macher and  Miss  Valouch  in  this  business  car  of 
the  railroad  which  you  testified  to  in  your  direct 
examination,  will  you  state  whether  or  not  at  that 
time  you  advised  Miss  Valouch  concerning  the 
allocation  of  1942  taxes  in  accordance  with  the  rule 
then  followed  by  the  Securities  and  Exchange  Com- 
mission? 

Mr.  Adams :  Your  Honor,  may  I  have  that  ques- 
tion read'? 

(Question  read.) 

A.  It  is  my  recollection  that  there  was  some 
discussion  of  the  allocation  of  taxes,  and  that  I 
called  attention  to  the  U-45  rule  of  the  Securities 
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and  Exchange  Commission,  and  said  that  when  I 
got  back  east — I  was  going  to  San  Francisco — 
when  I  got  back  east  I  would  check  further  into 
the  matter,  particularly  as  to  the  rules  of  alloca- 
tion approved  by  the  Interstate  Commerce  Com- 
mission, the  prescribed  system  of  accounts  or  in- 
dividual rulings  if  any  existed. 

Q.  At  that  time  were  you  familiar  with  rule 
U-45  B  6? 

A.  I  have  on  my  deposition  testified  that  I  was 
familiar  with  the  version  of  it  which  I  had  in  my 
own  file.  If  that  is  the  same  as  the  rule  which 
now  exists,  I  am  familiar  with  it.  I  furnished  the 
copy  of  the  text  with  which  I  w^as  familiar. 

Mr.  Clark:  Now,  may  it  please  your  Honor,  I 
will  ask  counsel  [1356]  for  a  stipulation  that  the 
following  releases  of  the  SEC,  being  numbers  4806, 
in  the  matter  of  the  Consolidated  Electric  and 
Gas  Company;  4329,  in  the  matter  of  Consoli- 
dated Electric  and  Gas  Company  and  the  Islands 
Gas  and  Electric  Company;  and  4444,  in  re  Con- 
solidated Electric  and  Gas  Company  and  Islands 
Gas  and  Electric  Company,  and  release  5535,  in  re 
Cities  Service  Company,  Cities  Service  Refining 
Company.  I  will  ask  for  the  stipulation  that  they 
were  received,  that  is,  copies  of  them,  by  the  office 
of  Whitman,  Ransom,  Coulson  and  Goetz  on  or 
about  the  dates  the  releases  bear,  these  being  cited 
in  the  briefs  which  have  been  filed  before  your 
Honor. 
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Mr.  Adams:     Is  that  in  a  deposition? 

Mr.  Clark:  That  is  in  the  deposition,  and  it  was 
so  conceded. 

Mr.  MacKinnon :    What  page  ? 

Mr.  Clark:  I  can  furnish  you  with  the  page 
later,  subject  to  correction. 

Mr.  Adams:  Well,  it  is  stipulated,  subject  to 
correction. 

Mr.  Clark:  Will  you  so  stipulate,  Mr.  MacKin- 
non? 

Mr.  MacKinnon:  No,  but  I  won't  stipulate  they 
came  to  the  notice  of  Mr.  Polk. 

Mr.  Clark:  I  am  not  asking  for  that.  I  am 
simply  asking  for  a  stipulation  that  those  were 
received  by  the  firm  of  Whitman,  Eansom,  Coul- 
son  and  Coetz  on  or  about  the  date  of  the  releases, 
which  range  from  January  3,  or  rather  from  June 
1,  1943,  [1357]  through  January  3,  1945. 

Mr.  MacKinnon:  I  will  accept  it  subject  to  the 
qualification  that  if  I  don't  find  such  stipulation 
in  the  deposition,  I  withdraw  it.  They  represent 
it  is  in  the  deposition. 

Mr.  Clark:  That  is  satisfactory  to  us,  your 
Honor,  and  that  is  all  for  this  witness.  [1358] 


JAMES  K.  POLK 

resumed. 

Mr.  Adams:     I  assume  the  cross-examination  has 
been  completed.     May  I  have  the  exhibits,  please, 


1 


Western  Pacific  R.R.  Company,  etc.         1469 

(Testimony  of  James  K.  Polk.) 
handed  in  by  the  interveners  upon  the  cross-exam- 
ination of  Mr.  Polk?  What  I  have  reference  to 
were  the  documents  that  were  referred  to  in  the 
stipulation  obtained  that  they  were  in  the  files  of 
Whitman,  Ransom,  Coulson  &  Goetz. 

Mr.  Clark:     Those  SEC  papers,  Mr.  Adams? 

Mr.  Adams:     Yes. 

Mr.  Clark:  I  didn't  have  them  marked  or  of- 
fered, because  they  are  cited  in  the  briefs  as  legal 
authority. 

Mr.  Adams :     May  I  have  them  1 

Mr.  Clark:  You  may  certainly  have  them,  the 
four  of  them. 

(Handed  to  counsel.) 

Mr.  Adams:  This  refers,  your  Honor,  to  the 
SEC  release  described  by  Mr.  Clark  upon  his  cross- 
examination  of  the  witness,  or  releases,  rather, 
being  releases  dated  July  28,  1943,  Holding  Com- 
pany Release  No.  4444;  June  1,  1943,  Holding 
Company  Account  Release  No.  4329;  January  3, 
1944,  Holding  Company  Account  Release  No.  4806 ; 
and  Januaiy  3,  1945,  Holding  Company  Release 
No.  5535.  [1359] 

Redirect  Examination 
By  Mr.  Adams: 

Q.  I  will  hand  the  documents  to  the  witness  and 
ask  the  witness  to  tell  me  the  time,  if  at  all,  when 
any  of  these  releases  first  came  to  his  attention. 
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A.  It  is  my  recollection  that  they  were  brought 
to  my  attention  at  the  time  of  the  taking  of  my 
deposition  in  New  York  in  this  proceeding,  and 
that  at  some  time  after  the  institution  of  the  Van 
Kirk  action  in  New  York,  a  summary  of  one  of 
them  was  brought  to  my  attention  in  connection 
with  a  law  memorandum  prepared  by  Mr.  Cava- 
naugh. 

Q.  Your  deposition  was  taken,  I  take  it — well, 
the  record  shows— in  the  year  1948,  and  referring 
to  the  Van  Kirk  action,  by  that  you  mean  the  liti- 
gation commenced  in  the  middle  of  1946  in  New 
York?  A.     That  is  right. 

Q.  And  prior  to  that  time,  that  earlier  date, 
had  you  ever  had  any  knowledge  concerning  these 
releases  or  any  of  them?  A.     I  had  not. 

Mr.  Adams:  Now,  your  Honor,  referring  to  the 
portion  of  the  deposition  read  upon  the  cross-ex- 
amination by  plaintiff's  counsel,  I  desire  to  read 
what  immediately  follows,  two  questions,  two  an- 
swers. 

Mr.  Levy :     What  page  is  that  ? 

Mr.  Adams:     Page  2497: 

''Q.  What  were  you  referring  to  when  you  said 
'Any  [1360]  action  was  premature?' 

A.  Any  action  to  recover  a  tax  saving.  It  is 
impossible  to  compute  the  savings  until  you  know 
what  the  tax  liability  is. 

Q.  Were  you  suggesting  that  the  corporation's 
action  could  be  defeated  as  premature  upon  that 
ground 1 
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A.  Not  at  all.  I  was  merely  making  the  point 
that  the  case  was  still  unsettled  and  that  there  was 
no  way  of  saying  what  tax  dollars  belonged  in  any 
year. ' ' 

Q.     Do  you  recall  giving  that  testimony  upon  the 
taking  of  your  deposition,  Mr.  Polk? 
A.     I  do. 

Q.  And  were  the  answers  which  you  then  gave 
correct?  A.     They  were. 

Mr.  Adams :    Now  may  I  see  the  exhibits,  please, 
offered  by  interveners,  the  telegram  of  Januray  10? 
The  Court :    Interveners '  No.  20. 
Mr.  Adams:    Thank  you,  your  Honor. 
(Handed  to  counsel  by  the  clerk.) 
Mr.  Adams :    Your  Honor,  at  this  time  I  offer  as 
Defendants'  38-A  a  telegram  from  Mr.  Coulson  to 
Mr.  Polk  of  January  11,  1944,  sent  from  New  York 
and  addressed  to  Mr,  Polk,  care  of  Charles  Elsey, 
the  Western  Pacific  Eailroad  Company,  San  Fran- 
cisco. 

(The  telegram  referred  to  was  received  in 
evidence  and  [1361]  marked  Defendants'  Ex- 
hibit 38-A.) 

Mr.  Adams   (reading)  : 

"Your  telegram  tenth  received" 

Mr.  Clark:     Just  a  moment,  your  Honor.     How 
is  that  identified  on  the  deposition? 
Mr.  Adams:    Oh,  thank  you.    Interveners'  70-A. 
Mr.  Clark:     Will  you  wait  just  a  moment. 
Mr.  Adams:     Surely. 
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Mr.  Clark:    Very  well. 

Mr.  Adams     (reading)  : 

''Your  telegram  tenth  received.  Have  wired  Hart 
my  tentative  plans.  Ask  Mr.  Elsey's  office  to  try 
and  arrange  return  space  streamliner  for  February 
fifth.  No  success  so  far  this  end.  Stock  of  operat- 
ing company  w^as  not  transferred  to  committee  on 
December  31  owing  to  Delaware  litigation.  Think 
letter  as  to  effect  of  stock  loss  deduction  on  con- 
solidated return  should  be  released  from  this  office 
if  possible.  Suggest  you  draft  and  forward  air- 
mail.   Hope  you  are  having  a  pleasant  vacation." 

And  I  offer  as  Defendants'  38-B  a  telegram  of 
January  15,  1944,  addressed  from  Mr.  Coulson  to 
Mr.  Charles  Elsey,  President,  Western  Pacific  Rail- 
road Company,  San  Francisco,  sent  from  New 
York.  [1362]  | 

(The  telegram  referred  to  was  received  in 
evidence  and  marked  Defendants'  Exhibit 
38-B.) 

Mr.  Adams  (reading)  : 

"We  have  reviewed  opinion  letter" 

Mr.  Clark:     The  deposition  number,  please. 

Mr.  Adams:     Oh,  thank  you.     71. 

Mr.  Clark :    Very  well. 

Mr.  Adams  (reading)  : 

"We  have  reviewed  opinion  letter  of  January 
11  left  with  you  by  Mr.  Polk.  Have  made  some 
minor  typographical  changes,  but  approve  substance 
and  conclusions.  Revised  signed  copy  being  mailed 
today  to  substitute  for  copy  left  with  you." 
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The  balance  of  the  telegram  does  not  relate  to  the 
opinion. 

It  will  be  stipulated,  I  think,  that  as  upon  the 
deposition,  these  telegrams  were  sent  and  received? 

Mr.  Clark:  No  doubt  about  that.  The  authen- 
ticity is  conceded  as  to  all  these  exhibits, — that  one 
being  signed  "Coulson,"  I  believe? 

Mr.  Adams:  Both  of  them  being  signed  "Coul- 
son."   Right. 

Mr.  Clark:     Right. 

Q.  (By  Mr.  Adams)  :  Now,  Mr.  Polk,  have  you 
ever  known  of  a  case  in  which  a  member  of  an 
affiliated  group  whose  loss  has  been  included  in  a 
consolidated  return,  with  resulting  tax  advantage 
to  other  members  of  the  group,  but  with  no  [1363] 
tax  disadvantage  to  the  loss  company,  has  been 
compensated  for  joining  in  the  return,  that  is,  where 
such  loss  company  has  been  compensated  for  joining 
in  the  return? 

Mr.  Phleger:  Just  a  moment.  I  object  to  that 
upon  the  ground  it  is  incompetent,  irrelevant  and 
inmiaterial,  not  within  the  scope  of  either  the  direct 
or  cross-examination  of  the  witness,  an  entirely  dif- 
ferent question. 

The  Court:  Do  you  want  this  witness  to  decide 
this  case  for  me? 

Mr.  Adams:  Counsel  for  the  plaintiif  asked  the 
witness  a  very  broad  question  whether  he  ever 
heard  of  a  case  like  this  one. 

Mr.  Clark:     Oh,  no,  that  was  not  the  question. 
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The  Court:  He  did  not  ask  any  questions  along 
that  line.  He  asked  him  whether  he  ever  heard 
of  a  case  where  the  affiliated  return  resulted  in 
no  taxes  because  the  parent  company  was  enabled 
to  take  the  loss,  the  complete  loss  of  its  holding  in 
the  subsidiary  company. 

Mr.  Adams :  I  take  it,  your  Honor,  this  question 
is  of  a  similar  nature  to  that. 

The  Court:  It  is  similar  in  that  it  is  a  question 
that   involves    taxes.     That    is    as    far    as    I    can 

see.  [1364] 

*     *     * 

The  Court:  I  will  sustain  the  objection.  I  think 
it  is  completely  improper. 

Mr.  Adams:  Your  Honor,  I  have  just  one 
further  question,  somewhat  like  the  last  one.  The 
last  question  asked  the  witness  was  if  he  had  known 
of  a  case  in  which  payment  had  been  made  for  the 
tax  advantage.  That  is  the  question  to  which  ob- 
jection was  made  and  your  Honor  sustained  the 
objection.  Now,  then,  the  next  question  varies 
slightly  from  that  because  the  question  was  asked, 
"Have  you  ever  heard  of  a  claim,"  and  I  want  to 
ask  this  one  question: 

Q.  Mr.  Polk,  prior  to  the  time  that  you  learned 
of  the  stockholders'  litigation  in  New  York  that  was 
instituted  in  New  York  in  1946,  had  you  ever  heard 
of  a  claim  on  the  part  of  a  member  of  an  affiliated 
group  whose  loss  had  been  included  in  a  consoli- 
dated return,  with  resulting  tax  advantage  to  other 
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members  of  the  group,  but  with  no  tax  advantage 
to  such  loss  company,  to  be  compensated  for  join- 
ing in  the  return? 

Mr.  Phleger:  I  object  to  that  upon  the  ground 
it  is  incompetent,  irrelevant  and  immaterial  and  not 
within  the  [1368]  scope  of  either  the  direct  or  cross- 
examination. 

Mr.  MacKinnon:     May  I  make  one  more  state- 
ment and  I  will  sit  down.    I  think  this  question  is 
relevant,  and  I  think  the  prior  question  was,  on  the 
basis  of  the  discharge  of  this  witness'  responsibility 
to  the  plaintiff.    If  he  did  not  believe  that  the  plain- 
tiff had  any  right  to  any  share  in  the  tax  savings, 
then  certainly  his  standard  of  conduct  would  be 
very  different  than  if  he  did  believe  he  had  a  right. 
If  he  knew  or  had  come  across  a  case  of  that  type, 
I  then  I  think  his  standard  of  conduct  with  respect 
'  to  the  plaintiff  would  be  a  very  different  standard 
1  than  it  would  be  if  he  had  never  heard  of  any  such 
claim  and  he  had  never  heard  of  any  compensation 
having  been  paid. 

•  The  Court:  I  think  it  is  entirely  incompetent 
what  the  witness'  view  or  knowledge  or  effect  of 
what  he  was  doing  was. 

Mr.  MacKinnon :     That  has  been  put  in  issue. 
The  Court:     I  do  not  conceive  that  it  is.   It  cer- 
tainly does  not  meet  any  evidence  that  has  been 
presented  on  behalf  of  the  plaintiff  or  the  inter- 
vener. 

Mr.   MacKinnon:     It  meets   the   question   as  to 
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cross-examination  with   respect  to  the   failure   to 

notify  from  February  11  to  April  2. 

The  Court:  Yes,  but  that  only  goes  to  the  man- 
ner in  which  this  matter  was  handled,  not  with 
respect  to  any  motive.  I  do  not  see  that  there  is 
any  question  of  motives  involved  in  it  at  all.  Any- 
how, I  think  the  question  is  generally  [1369]  ob- 
jectionable on  the  ground  stated,  and  I  will  sustain 
it. 

Mr.  Adams :  I  have  no  further  questions  of  Mr. 
Polk. 

The  Court:     Anything  further,  gentlemen? 

Mr.  Phleger:     No. 

Mr.  Clark:     Nothing  from  us,  your  Honor. 

Mr.  Adams:  At  this  time,  your  Honor,  I  offer 
as  Defendants'  Exhibit  39  a  memorandum  iden- 
tified as  Interveners'  Exhibit  232  upon  the  deposi- 
tion, and  I  will  ask  counsel  to  look  at  that  and  agree 
with  me,  if  we  can,  upon  a  statement  in  regard  to  it. 

Will  it  be  stipulated  that  this  memorandum,  which 
carries  a  pencil  notation  upon  it,  "November  22, 
1944,"  is  a  memorandum  that  was  made  in  New 
York  at  or  prior  to  that  time  by  Miss  Valouch,  and 
that  the  memorandum  was  produced  from  the  tax 
files  in  New  York  that  were  examined  upon  the 
taking  of  the  depositions? 

Mr.  Clark:  And  also,  as  the  exhibit  shows,  that 
the  memorandum  was  handed  to  Mr.  Engelbright 
of  the  defendant  company  on  November  22,  1944. 

Mr.  Adams:     Yes,  that  may  also  be  stipulated. 
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May  I  have  the  stipulation  of  my  statement  ?  [1370] 

Mr.  Phleger:  If  that  is  the  fact,  all  right.  I 
think  it  is  so  short  you  might  read  it  to  the  court. 

Mr.  Adams :  I  think  I  shall,  but  I  want  to  get  it 
authenticated  right  before  I  read  it. 

Mr.  Clark :     We  will  concede  your  statement. 

Mr.  Adams:  The  memorandum  reads,  your 
Honor : 

"Approximate  tax  savings  account  worthlessness 
WPRR  Company  stock  in  1943  (consolidated  basis). 
1942  carry-back  $4,000,000;  1943,  $8,000,000;  1944, 
carry-forward  $3,000,000." 

Underneath  that  in  parentheses : 

"Four  months,  total  $15,000,000." 

And  the  intials: 

"M.C.V." 

All  of  that  I  have  read  so  far  being  in  typewrit- 
ing, and  then  in  the  handwriting  of  Miss  Valouch, 

"Copy  handed  to  Mr.  Engelbright  November  22, 
1944." 

Mr.  Engelbright  is  the  assistant  to  the  president 
identified  by  Mr.  Elsey. 

My  particular  purpose  in  offering  this  document 
at  this  time  is  in  response  to  the  showing  with  re- 
gard to  the  refund  claim  for  1942  which  was  filed 
five  months  after  the  date  when  this  memorandum 
was  made  and  filed  in  New  York. 

(Document   referred   to   was   thereupon   re- 
ceived  in   evidence   and   marked   Defendant's 

Exhibit  39.)   [1371] 

*     *     * 
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called  as   a  witness   on  behalf  of   the  defendant, 
sworn. 

The  Clerk:     State  your  name  to  the  Court. 
A.     Robert  E.  Coulson. 

\ 

Direct  Examination 
By  Mr.  Adams: 

Q.  Will  you  please  state  your  business  and 
your  business  address? 

A.     Lawyer,  40  Wall  Street,  New  York. 

Q.  How  long  have  you  been  engaged  in  the  prac- 
tice of  the  law?  A.     Something  like  35  years. 

Q.  And  you  are  a  member  of  the  firm  of  Whit- 
man, Ransom,  Coulson  and  Goetz,  with  its  offices  at 
that  place?  A.    Yes. 

Q.  How  long  have  you  been  a  member  of  the 
firm?  A.     Slightly  over  30  years. 

Q.  Have  you  specialized  in  any  particular  field 
of  law? 

A.  No,  I  have  been  engaged  in  general  business 
and  corporate  practice  during  the  period. 

Q.  When  did  you  first  meet  Mr.  Arthur  Curtiss 
James  ? 

A.  To  the  best  of  my  recollection,  in  1919.  I 
can't  fix  it  more  closely. 

Q.    And  in  what  connection?  [1372] 

A.  He  became  a  client  of  our  office  shortly  after 
its  organization. 

Q.    And  was  it  in  connection  with  the  law  work 
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being  done  in  the  office  for  Mr.  James  that  you  met 

him  ?  A.    Yes. 

Q.  And  did  you  thereafter,  yourself,  engage  in 
legal  service  for  Mr.  James?  A.     Yes. 

Q.     How  long  did  you  continue  to  represent  him? 

A.     Until  his  death  in  1941. 

Q.  Now,  Mr.  Coulson,  did  you  participate  in  the 
Western  Pacific  reorganization  proceedings'? 

A.    Yes. 

Q.     In  what  capacity? 

A.     I  was  counsel  for  the  A.  C.  James  Company. 

Q.  And  that  was  from  the  beginning  of  the  pro- 
ceedings ? 

A.  Well,  the  A.  C.  James  Company  didn't  inter- 
vene at  the  beginning  of  the  proceeding,  but  it  came 
in  before  the  Interstate  Commerce  Commission,  to 
the  best  of  my  recollection,  some  time  in  1936.  The 
petition  was  filed  in  '35. 

Q.     From  the  time 

A.     May  I  complete  my  answer? 

Q.     Yes,  pardon  me. 

A.  (Continuing)  :  And  a  claim  was  filed  by  the 
A.  C.  James  Company  in  the  bankruptcy  court  in 
San  Francisco  in  the  Northern  District  [1373]  of 
California,  Southern  Division,  shortly  after  the 
petition  was  filed  in  1935. 

I     Q.     And  from  the  time  that  the  A.  C.  James  Com- 
ipany  became  a  party  to  the  reorganization  proceed- 
ing, did  you  represent  it  as  a  party  in  the  reorgan- 
ization proceedings?  A.     Yes. 
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Q.  And  continued  to  do  so  throughout  the  pro- 
ceedings until  they  were  concluded  f 

A.  Subject  to  the  qualification  that  I  acted  as  a 
member  of  the  reorganization  committee  from  the 
fall  of  1943  until  the  consummation  of  the  reorgan- 
ization at  the  end  of  '44. 

Q.  Well,  now,  in  speaking  of  that,  Mr.  Coulson, 
you  are  speaking  of  an  additional  relation  which 
you  had  to  the  reorganization,  are  you  not  1 

A.  There  was  no  termination  of  the  relation  of 
the  office  as  counsel  for  the  A.  C.  James  Company. 

Q.  Were  you  at  any  time  a  director  of  the  plain- 
tiff corporation,  the  Western  Pacific  Railroad  Cor- 
poration'? A.    Yes. 

Q.  And  during  what  period  were  you  a  director 
of  that  company  ? 

A.  To  the  best  of  my  recollection,  from  about 
1934  until  about  February,  1942. 

Q.  Now  in  February,  1942,  you  resigned  and 
your  resignation  was  accepted  *? 

A.    Yes.  [1374] 

Q.  And  was  Mr.  Carman's  resignation  as  a  di- 
rector accepted  about  the  same  time^ 

A.    At  about  the  same  time. 

Q.  Now  to  your  knowledge  did  the  James  inter- 
ests have  any  representation  on  the  Board  of  Di- 
rectors of  plaintiff  corporation  after  resignation 
of  Mr.  Carman  and  yourself  ?  A.     No. 

Q.  You  have  said  you  were  a  member  of  the 
reorganization  committee  ? 
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A.  That  was  a  committee,  your  Honor,  that  was 
provided  for  in  the  plan  of  reorganization  and  con- 
stituted during  the  latter  part  of  the  preceedings. 

Q.     Who  were  the  other  members,  Mr.  Coulson? 

A.  Mr.  Frederick  H.  Ecker  was  chairman  of  the 
Metropolitan  Life  Insurance;  Mr.  Frank  C.  Wright, 
Reconstruction  Finance  Corporation— their  railroad 
expert  was  a  member,  and  I  was  the  third  member. 

Q.  And  who  designated  you  for  such  member- 
ship? 

A.  The  designation  was  a  joint  designation  by 
the  Railroad  Credit  Corporation  and  the  A.  C. 
James  Company,  which  was  as  provided  in  the 
plan. 

Q.  And  the  committee  selected  your  firm  to  be 
its  counsel?  A.     Yes. 

Q.  Now  do  you  recall  that  your  firm  were  re- 
tained as  tax  counsel  by  the  reorganization  trustees 
in  the  Western  Pacific  [1375]  reorganization  9 

A.     Yes. 

Q.     When  were  they  retained? 

A.  Well,  it  occurred  in  the  spring  of  1943,  and 
to  the  best  of  my  recollection  not  very  long  after 
the  Supreme  Court  decision  of  March  15,  1943. 

Q.     Were  you  in  charge  of  that  tax  work? 

A.     No. 
I     Q.     Who  was  in  charge  of  it? 

A.  Our  partner,  Mr.  James  K.  Polk,  who  was 
in  charge  of  the  tax  work  in  the  office,  the  prior 
;  witness. 
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Q.  Did  you  supervise  Mr.  Polk's  activities  in 
his  work  as  a  tax  lawyer  in  this  matter'? 

A.    No. 

Q.  Did  he  keep  you  generally  informed  as  to 
the  work  that  he  was  doing  ?  A.    He  did. 

Q.  Who  decided  what  advice  should  be  given 
in  respect  of  tax  matters  involved  in  that  work  of 
your  firm  for  the  reorganization  trustees?  d 

A.  Mr.  Polk  took  the  responsibility  for  the  de- 
cision of  the  work  being  done  by  him  and  his  asso- 
ciates in  his  department. 

Q.  Now  who  made  the  decision  to  recommend 
that  consolidated  federal  tax  returns  be  filed  for 
1942 '^  A.     Mr.  Polk.  [1376] 

Mr.  Phleger:     Just  a  moment.    If  you  know. 

Q.     (By  Mr.  Adams)  :     Yes,  if  you  know,  surely. 

A.  I  do  know  that  Mr.  Polk  wrote  a  letter  in 
the  spring  of  1943.  I  can't  fix  the  date,  but  I  saw 
the  letter  before  it  was  sent. 

Mr.  Adams:      Plaintiff's  50,  please. 

(Document  produced  by  the  clerk.) 

Q.  (By  Mr.  Adams)  :  Mr.  Polk,  I  show  you 
Plaintiff's  Exhibit  50,  a  letter  dated  May  20,  1943, 
(handing  to  witness),  and  I  ask  you  if  that  is  the 
letter  to  which  you  referred  in  your  answer  of  a 
moment  ago.  A.     Yes. 

Mr.  Phleger :  I  don 't  want  to  interrupt,  but  that 
Is  the  May  20  letter? 

Mr.  Adams:     Yes. 
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The  Witness:  The  letter  shown  me  is  the  letter 
of  May  20,  1943,  signed  by  James  K.  Polk  and  ad- 
dressed to  Mr.  M.  J.  Curry,  in  the  New  York  office 
at  37  Wall  Street. 

Mr.  Phleger:  I  don't  want  to  interrupt,  but  the 
returns  had  already  been  filed. 

Mr.  Adams:  Well,  I  think  that  is  an  interrup- 
tion and  certainly  has  no  reference  whatever  to  the 
question  I  asked.  The  witness  in  his  answer  re- 
ferred to  a  letter,  and  I  produced  the  document  to 
see  if  that  is  the  letter  he  referred  to. 

Mr.  Phleger:  I  am  sorry.  I  just  want  to — I 
thought  the  [1377]  question  was  who  gave  the  ad- 
vice about  the  filing  of  the  consolidated  returns  for 
1942,  and  he  said  Mr.  Polk,  and  then  he  cites  a 
letter  written  after  the  date. 

Mr.  Adams:  Your  Honor,  I  would  like  to  pro- 
ceed with  my  examination.    It  will  be  simpler. 

The  Court:     All  right. 

Q.  (By  Mr.  Adams)  :  Mr.  Coulson,  when  did 
you  first  learn  of  the  possibility  of  using  the  stock 
loss  in  the  federal  tax  return? 

A.  It  was  at  or  about  the  time  of  the  letter  of 
May  20,  1943,  was  written. 

Q.     Who  informed  you? 

A.  Mr.  Polk  discussed  that  matter,  and  it  is 
referred  to  in  the  letter. 

Q.  And  will  you  state  to  the  best  of  your  recol- 
lection the  substance  of  your  discussion  with  Mr. 
Polk  about  that  at  that  time  ? 
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A.  Mr.  Polk  told  me  that  lie  felt  that  there  was 
a  substantial  possibility  of  claiming  a  substantial 
loss  on  the  part  of  the  holding  company  because  of 
the  finding  under  the  plan  that  the  stock  was  worth- 
less, and  that  when  the  plan  was  consummated,  it 
would  disappear  as  a  worthless  security.  At  the 
time  I  questioned  whether,  with  an  unlisted  stock 
of  that  kind,  he  wouldn't  have  serious  difficulty  in 
establishing  the  year  of  loss.  That  is  to  the  best  of 
my  recollection  the  conversation  that  occurred. 

Mr.  Adams:  Now  may  I  have  Plaintiff's  50 
once  more,  Mr. '■ 

Q.  You  just  looked  at  Plaintiff's  50,  didn't  you, 
Mr.  Coulson? 

A.  If  that  is  the  letter  of  May  20,  1943.  I  didn't 
notice  your  notation  on  it. 

Q.  Yes.  Now  did  you  see  Plaintiff's  50,  the 
letter  of  May  20,  1943,  before  it  was  sent  ? 

A.     To  the  best  of  my  recollection,  I  did. 

Q.  Now  when,  if  you  know,  was  the  first  time  i 
was  decided  to  recommend  that  the  stock  loss  b 
used  in  a  federal  tax  return? 

A.     It  was  either,  so  far  as  my  own  knowledge 
it  was  either  determined  some  time  in  Decembe 
of   '43  or  January  of   '44,  to  recommend  that  t 
Mr.  Elsey. 

Q.  And  who,  if  you  know,  made  the  recommen- 
dation to  Mr.  Elsey?  A.     Mr.  Polk. 

Q.  Did  you  have  any  discussion  at  or  about  that 
time  of  the  book  treatment  to  be  afforded  the  fed- 
eral tax  accruals?  A.     Yes. 
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Q.  And  please  state  when,  and  with  whom,  as 
well  as  you  can  remember,  and  what  the  discussion 
was. 

A.  To  the  best  of  my  recollection,  I  discussed 
with  Mr.  Polk,  whether  it  was  in  New  York  or  on 
telephone  from  San  Francisco,  I  cannot  remember, 
the  question  whether,  if  the  returns  for  '43  were 
filed  with  the  tax  loss  as  a  deduction,  the  amounts 
that  had  been  accrued  on  the  books,  maintained 
by  the  agent  for  the  trustees,  the  company's  books 
here,  should  be  reversed.  And  if  [1379]  so,  what 
accounting  treatment  should  be  given  of  the  possible 
liability,  if  the  deductions  were  subsequently  dis- 
allowed by  the  Treasury  Department.  Now  I  can't 
place  the  time  of  those  discussions,  except  that  it 
was  in  either  December  or  January — December  of 
'43  or  January  of  1944. 

Q.  To  the  best  of  your  recollection,  with  whom 
did  you  have  those  discussions'? 

A.  So  far  as  I  recollect,  with  Mr.  Polk.  There 
may  have  been  discussions  with  Mr.  Elsey,  but  I 
don't  recollect  them. 

Q.  Now  did  you  participate  in  the  decision  to 
recommend  the  setting  up  of  a  contingent  reserve 
fund  for  the  federal  taxes  for  the  year  1943? 

A.    Yes. 

Q.  In  what  capacity  did  you  participate  in  that 
discussion  ? 

A.  Mr.  Elsey  submitted  to  the  reorganization 
committee,  through  me,  his  desire  to  put  on  the 
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books  a  reserve  or  a  fund  to  protect  possible  liabil- 
ity if  the  Treasury  Department  denied  that  deduc- 
tion. I  took  it  up  with  Mr.  Ecker  and  Mr.  Wright, 
to  the  best  of  my  recollection,  and  secured  approval 
of  Mr.   Elsey's   recommendation. 

Q.  When,  if  you  recall,  did  you  first  learn  of 
the  type  of  federal  tax  returns  which  were  to  be 
recommended  for  the  year  1944  % 

A.  To  the  best  of  my  recollection,  it  was  late 
in  the  year  1944  that  I  first  learned  of  it.  I  can't 
fix  the  time  unless  there  is  [1380]  correspondence 
that  shows. 

Q.  Who  made  the  recommendation,  if  you  re- 
call? 

A.  It  was  Mr.  Polk's  determination  to  give  that 
advice. 

Q.  Now  when  did  you  learn  that  a  claim  for 
refund  of  the  taxes  paid  in  1942  had  been  or  w^ould 
be  filed'? 

A.  Again  I  cannot  fix  the  time,  but  I  think  I 
learned  of  it  at  or  about  the  time  the  claim  for 
refund  was  filed. 

Q.  Now  in  the  record  here  it  appears  that  a 
stockholders'  action  which  we  call  the  "Van  Kirk 
Action,"  was  instituted  in  New  York  along  at  the 
end  of  June,  1946.  When  did  you  learn  of  the  com- 
mencement of  that  litigation? 

A.  Shortly  after  it  was  started,  because  I  was 
served  as  a  defendant,  with  the  company. 

Q.     Did  you  then  believe  that  there  was  any  con- 
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flict  in  your  firm's  representation  of  the  affiliated 

group  in  the  tax  matter? 

Mr.  Phleger:  Just  a  moment — well,  I  will  with- 
draw that. 

The  Witness:  I  saw  no  conflict  arising  as  a 
result  of  that  litigation,  no. 

Q.  And  what  is  the  basis  of  the  answer  you  have 
just  given? 

Mr.  Phleger:  Now,  I  object  to  that  on  the 
ground  it  is  incompetent,  irrelevant  and  immaterial. 

The  Court:  Well,  you  let  him  answer  the  ques- 
tion as  to  his  belief.  I  suppose  on  the  theory  that 
that  is  a  separate  fact.  Now  you  are  asking  to 
argue  the  matter  and  give  his  reasons  why  he  felt 
that  way  about  it.  [1381] 

Mr.  Phleger:     That  is  right. 

Mr.  Adams:  That  is  a  fair  statement,  your 
Honor. 

The  Court:  Well,  wouldn't  that,  of  course,  be 
subject  to  the  orthodox  objection  that  it  is  his  opin- 
ion and  conclusion? 

•  Mr.  Adams :  Well,  this  is  the  party  to  the  trans- 
action; his  firm  were  representing  the  trusteees  in 
the  tax  matter.  There  is  some  complaint  about  how 
the  tax  matters  were  handled  in  this  case.  I  con- 
fess I  don't  get  either  the  point  or  the  significance 
of  it ;  but  I  have  heard  some  such  complaint  voiced. 
I  have  heard  a  generalization  that  this  was  taken 
over.  I  don't  thoroughly  understand  what  is  meant 
by  that.    I  am  seeking  to  meet  it,  because  that  is 
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brought  to  us.    This  is  a  party  to  the  transaction, 
your  Honor,  and  I  am  asking  about  his  action  and 
about  his  understanding  of  his  position  at  the  time. 

The  Court:  Well,  you  ask  him  to  give  his 
reasons  for  it.  He  can  tell  you  almost  anything  he 
wants  to  as  to  that. 

Mr.  Adams:  Well,  I  dare  say  we  all  expect  an- 
swers from  witnesses  to  be  correct  to  the  best  of 
their  ability. 

The  Court :  Yes,  but  we .  are  so  often  disap- 
pointed that  we  have  these  rules  of  evidence  to  pre- 
vent that. 

I  think  the  objection  is  good.  I  will  sustain  it. 
It  just  puzzled  me  a  little  bit  why  Mr.  Phleger 
didn't  object  to  the  first  one  and  did  object  to  the 
second  one. 

Mr.  Phleger:  I  just  wanted  to  assist  in  the  ex- 
pedition of  the  case.  I  didn't  think  he  would  ask 
the  second  question.  [1382] 

Mr.  Adams:  I  am  very  grateful  to  counsel  for 
his  cooperation. 

Q.  When  did  you  first  learn  of  the  plaintiff's 
decision  to  bring  this  action  now  pending? 

A.  Mr.  Polk  told  me  about  it  at  the  time  he  had 
an  exchange  of  correspondence,  which  I  think  was 
put  in  the  record  this  morning,  as  to  whether  it 
would  interfere  with  his  tax  work.  And  I  think  I 
had  also  been  told  by  Mr.  Osborn  or  Mr.  Wood  or 
Mr.  Curry  at  or  about  that  time,  that  it  was  pro- 
posed. 
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Q.  Now  you  referred  in  your  answer  to  corre- 
spondence that  was  put  in  this  morning,  and  I 
will  hand  to  you  Defendant's  Exhibit  37 A,  being  a 
letter  from  the  president  of  the  corporation  ad- 
dressed to  your  firm,  of  September  27,  1946,  and 
Defendant's  8A — no,  37B,  being  a  letter  from  Mr. 
Curry  to  Mr.  Nicodemus  and  Mr.  Osborn  of  Oc- 
tober 5,  1946,  and  37C,  being  a  copy  of  Mr.  Polk's 
letter  to  Mr.  Curry  of  October  4,  1946,  the  preced- 
ing day,  and  I  will  ask  you  if  that  is  the  corre- 
spondence and  those  are  the  letters  to  which  you 
referred  in  your  previous  answer  (handing  to  wit- 
ness). 

The  Court:  You  are  referring  to  Plaintiff's  Ex- 
hibits or  Defendant 's  Exliibits  ? 

Mr.  Adams:     Defendant's,   your  Honor. 

A.  Well,  the  only  letters  I  saw,  Mr.  Adams, 
were  of  course  Plaintiff's  Exhibit  8B  and  the  ex- 
hibit. Defendant's  Exhibit  37A,  or  Plaintiff's  Ex- 
hibit 7,  I  guess  it  is  here.  I  did  not  see  Mr.  [1383] 
Curry's  letter  to  Mr.  Nicodemus,  and  Mr.  Osborn, 
which  is  8A,  Plaintiff's  Exhibit  8A. 

Q.     I  should  not  have  shown  it  to  you,  obviously. 

The  Court:  Now  we  have  got  the  record  all 
mixed  up. 

Mr.  Adams :  Yes,  and  so  that  the  record  may  be 
all  clear,  because  I  have  been  confused  and  re- 
ferring to  some  other  marks  instead  of  the  ones 
here — the  document  Defendant's  Exhibit  37 A  car- 
ries a  deposition  mark.  Plaintiff's  Exhibit  7.    But 


I 


1490        Wester7i  Pacific  R.R.  Corp.,  et  al.,  vs, 

(Testimony  of  Robert  E.  Coulson.)  ^ 

it  is  Defendant's  Exhibit  37B — also  marked  Plain- 
tiff's Exhibit  8A  on  deposition.  And  Defendant's 
37C  is  also  marked  Plaintiff's  8B  on  deposition. 

The  Court :     All  right. 

Q.  (By  Mr.  Adams) :  Now  referring  to  the 
time  when  you  learned  of  plaintiff's  decision  to 
bring  an  action  out  here  in  San  Francisco  with 
regard  to  the  tax  matters  here  in  issue,  did  you  then 
believe  that  there  was  any  conflict  in  the  firm's 
representation  of  the  affiliated  group  1  A.     No. 

Mr.  Phleger:  Well,  I  will  object  to  the  question 
now  upon  the  ground  it  calls  for  the  conclusion  of 
the  witness,  incompetent,  irrelevant  and  immaterial. 

The  Court :  Well,  I  think  so.  What  have  you  got 
in  mind  there?  He  heard  that  they  were  going  to 
be  sued,  and  whether  or  not  when  he  heard  they 
were  being  sued,  what  was  his  belief  as  to  whether 
the  firm  had  acted  in  any  improper  manner?  Is 
that  [1384]  involved? 

Mr.  Adams:  No,  the  question  is,  your  Honor, 
at  that  time  the  firm  and  Mr.  Polk,  the  active 
man  in  charge,  was  handling  these  tax  matters  for 
this  group  before  the  government.  This  litigation 
came  in  New  York,  and  the  witness  has  said  he 
personally  was  a  defendant  in  it.  He  was  a  party  j 
to  that  litigation,  in  which  were  involved  claims 
against  the  tax  results  of  Mr.  Polk's  work,  when, 
as,  and  if  Mr.  Polk's  work  should  bring  about  tax 
results. 

The  Court:  I  understand  that;  but  all  you  were 
asking  him  is  what  his  belief  was. 
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Mr.  Adams:     That  is  correct. 

The  Court:  But  he  must  have  believed,  giving 
him  the  benefit  of  all  possible  doubts,  that  we  give 
everyone,  he  must  have  believed  it  was  all  right 
and  then  he  went  ahead  and  did  it. 

Mr.  Adams:  Precisely,  your  Honor.  That  is 
right. 

The  Court:  What  is  the  point  of  asking  that  of 
the  witness  then? 

Mr.  Adams:  Well,  I  think  we  can  assume  tliat 
would  be  the  answer,  but  that  is  the  answer  I  ex- 
pected from  the  question  I  asked. 

Your  Honor  has  ruled  ?  I  wasn  't  quite  sure  of  it. 

The  Court:  Well,  I  don't  see  the  competency  of 
it.  I  will  sustain  the  objection.  I  know  he  is  not 
going  to  say  "No."  He  is  not  going  to  give  the 
wrong  answer,  so  don't  w^orry  about  it.  [1385] 

Mr.  Adams:     Well,  let  me  say  this:  I  am  sure 

that  both   the  witness   and   his   counsel   will   very 

firmly  persist  in  the  view  that  there  was  no  con- 

I  fiict  and  that  what  was  done  was  right.    But  that 

\  is  a  matter  of  argument. 

I      The  Court:     I  think  so. 

j  Q.  (By  Mr.  Adams) :  Now,  Mr.  Coulson,  did 
'  any  representative  of  the  plaintiff  corporation  in- 
form  you  that  he  believed  there  was  any  conflict  be- 
tween the  tax  work  that  was  being  done  for  the 
affiliated  group  by  your  firm  and  Mr.  Polk  in  par- 
ticular, and  your  relations  to  the  litigation,  either 
in  New  York  or  here  in  San  Francisco,  in  whicli 
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there  were  conflicting  claims  about  the  tax  savings  *? 

Mr.  Clark:  I  object  to  that,  your  Honor,  on  the 
ground  it  is  incompetent,  irrelevant  and  immaterial. 
That  is  one  of  the  allegations  or  burdens  of  the 
New  York  action,  in  which  this  gentleman  was 
named  as  a  defendant,  part  by  the  minority  stock- 
holders on  behalf  of  the  corporation. 

The  Court:  Well,  I  think  in  this  question  it  is 
pretty  long,  but  in  the  beginning  it  started  out  with 
asking  if  anyone  had  made  any  on  behalf  of  the 
corporation,  had  pointed  that  out  to  him;  isn't  that 
right? 

Mr.  Adams:     That  is  right. 

The  Court:  I  think  that  may  be  proper.  Over- 
ruled. 

A.     No  one  did. 

Q.  (By  Mr.  Adams)  :  Now  when  did  you  first 
learn  of  the  filing  [1386]  of  the  complaint  in  inter- 
vention in  this  litigation  here  in  San  Francisco 
before  his  Honor? 

A.  I  can't  fix  the  time,  but  to  the  best  of  my 
recollection,  I  learned  of  the  complaint  in  inter- 
vention shortly  after  it  was  filed.  [1386A] 

Mr.  Levy:  Mr.  Adams,  Mr.  Coulson 's  affidavit 
in  opposition  is  dated  March  21,  1946,  if  that  would 
help  you. 

Mr.  Clark:     And  it  is  in  this  record. 

Mr.  Adams:  The  record  undoubtedly  will  show 
those  dates. 

Q.     Had  you  any  discussion  with  anyone   con- 
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cerning  settlement  of  the  tax  claim  with  the  Treas- 
ury Department  prior  to  February  11,  1947? 

A.    No. 

Q.  When  did  you  first  learn  of  the  proposal  of 
settlement  ? 

A.  When  Mr.  Polk  called  up  from  Washington 
when  I  was  here  in  San  Francisco,  which  to  the 
best  of  my  recollection  was  February  11. 

Q.    You  recall  the  occasion  ? 

A.     I  recall  the  occasion. 

Q.  Would  you  tell  his  Honor  briefly  the  con- 
versation that  Mr.  Polk  had  with  you  on  that  sub- 
ject. 

A.  Mr.  Polk  called  up  from  Washington  and 
said  that  he  had  a  discussion,  a  formal  hearing  be- 
fore the  Treasury  Department  officials  there,  that 
it  looked  as  if  the  alternative  was  either  to  try  out 
the  issue  of  worthlessness  before  the  tax  court  and 
the  courts  or  to  have  some  settlement  of  those  issues 
satisfactory  to  the  Government  and  to  the  tax- 
payer. He  asked  me  to  go  to  Mr.  Elsey's  office  and 
discuss  the  matter  with  Mr.  Elsey  and  advise  him 
whether  Mr.  Elsey  and  his  company  would  approve 
an  offer  of  settlement  to  be  submitted  then  [1387] 
on  an  informal  basis,  which  w^ould  involve  accept- 
ing the  returns  as  filed,  which  meant  an  agreement 
by  implication  if  the  thing  went  through  to  give  up 
any  claim  for  refund  as  to  1942. 

I  did  go  to  Mr.  Elsey 's  office.    Mr.   Elsey  did 
i  communicate  with  all  the  directors  that  could  be 
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reached,  except  one  that  was  away,  or  maybe  two, 
and  Mr.  Polk  was  advised  from  Mr.  Elsey's  office 
that  he  was  authorized  to  submit  the  settlement 
and  a  telegram  and  letter  was  sent  to  him  at  that 
time,  as  I  recollect. 

Q.  Was  anything  said  at  that  time  about  notify- 
ing or  not  notifying  the  plaintiff  corporation? 

A.  I  have  no  recollection  of  anyone  mentioning 
it  at  that  time. 

Q.  Did  you  ever  at  any  time  tell  Mr.  Polk  that 
he  was  not  to  notify  the  plaintiff  of  the  proposal 
of  settlement?  A.     No. 

Q.  Mr.  Coulson,  do  you  recall  that  Mr.  Curry 
was  retained  by  your  firm  at  the  time  of  the  closing 
of  the  New  York  office  of  the  corporation  and  the 
trustees — actually  then  of  the  reorganized  railroad 
company — along  early  in  1945? 

A.  Well,  it  was  at  or  about  the  closing  of  the 
New  York  office. 

Q.  Mr.  Coulson,  I  show  you  Plaintiif 's  Exhibit 
32- A  in  this  case.   This  is  your  signature,  is  it  not  ? 

A.  It  looks  like  a  photostat  of  a  letter  which  I 
signed,  judging  from  the  signature.  May  I  look  at 
the  letter?  This  [1388]  letter  of  April  21,  1945, 
addressed  to  Mr.  Charles  Elsey,  was  a  letter  which 
I  recollect  writing  and  signing  at  about  that  time. 

Q.  Prior  to  that  time,  Mr.  Coulson,  had  you  dis- 
cussed the  proposed  retainer  of  Mr.  Curiy  with 
anyone,  to  the  best  of  your  recollection  ? 

A.    Yes. 
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Q.    With  whom  had  you  discussed  the  matter? 

A.  To  the  best  of  my  recollection  it  was  the  sub- 
ject matter  of  several  discussions  with  Mr.  Schu- 
macher, Thomas  M.  Schumacher,  who  had  been  the 
chief  executive  in  the  New  York  office  for  many 
years.  It  was  also,  as  I  recollect,  discussed  with 
Mr.  Osborn  more  briefly.  It  was  discussed  with 
Mr.  Curry,  and  I  think  also  with  Mr.  Mcodemus. 

Q.  And  as  regards  Mr.  Nicodemus,  is  your  recol- 
lection clear  one  way  or  the  other  ? 

A.  I  am  not  sure.  I  recollect  quite  clearly  and 
definitely  the  discussions  with  Mr.  Schumacher  and 
with  Mr.  Curry,  because  those  discussions  covered 
not  only  Mr.  Curry's  retainer  but  the  other  mem- 
bers of  the  staff  in  the  New  York  office.  Those  I 
am  quite  clear  on.  And  they  were  extended.  I  am 
quite  clear  I  had  some  discussions  with  Mr.  Osborn 
and  I  think  some  with  Mr.  Nicodemus,  but  I  can't 
be  i^ositive  as  to  that. 

Q.  Referring  to  the  discussions  on  the  subject 
of  Mr.  Curry's  prospective  retainer,  will  you  please 
state  to  the  best  of  your  [1389]  recollection  the  sub- 
stance of  the  discussions  you  had  on  that  subject 
before  the  retainer  was  effected? 

A.  Mr.  Schumacher  had  discussed  the  problem 
at  some  length  on  the  basis  of  the  application  of 
the  company's  retirement  plan,  not  giving  Mr. 
Curry  a  pension,  which  bore,  as  Mr.  Schumacher 
saw  it,  a  reasonable  relation  to  the  salary  which 
Mr.  Curry  had  been  receiving  as  an  executive  in  the 
New  York  office. 
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I  want  to  add  one  more  to  the  people  I  discussed 
it  with,  because  before  I  wrote  that  letter  to  Mr. 
Elsey  which  you  showed  me,  I  took  up  the  matter 
by  telephone  with  Mr.  Polk,  who  was  away  from 
New  York,  as  to  whether  the  suggestion  that  had 
been  made  in  my  talks,  that  Mr.  Curry  would  be 
useful  in  connection  with  the  consolidated  return, 
was  in  his  judgment  well  founded.  Mr.  Polk  told 
me  on  the  telephone,  as  I  recollect  it,  that  he  thought 
Mr.  Curry's  usefulness  would  be  substantial  if  these 
consolidated  years  of  1942,  1943  and  1944  came  to 
trial,  especially  on  depreciation  matters  and  his- 
torical matters  as  to  earlier  years.  It  was  on  that 
basis  that  I  then  wrote  Mr.  Elsey  suggesting  that 
he  be  put  on  the  stand  by  retainer  in  an  amount 
about  equal  to  the  pension  he  would  get  from  the 
operating  company,  and  which  brought  his  total 
overall  compensation  for  the  period  while  the  tax 
matter  was  in  process  up  somewhat  more  closely 
to  his  prior  salary  as  an  executive  in  the  New  York 
office  [1390] 

Q.  Was  there  some  discussion  at  or  about  the 
same  time  with  regard  to  the  other  employees  who 
had  been  in  the  New  York  office  ? 

A.  They  were  all  discussed,  both  with  Mr.  Schu- 
macher and  with  Mr.  Curry. 

Q.  Please  state  to  the  Court  briefly  about  that 
discussion  and  what  was  done  as  respects  such  em- 
ployees. 
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A.  Well,  the  employees  in  the  New  York  office, 
other  than  Mr.  Schimiacher  and  Mr.  Curry,  who 
were  the  executives,  and  who  were  under  the  pen- 
sion plan,  were  given  by  the  railroad  company  a 
separation  allowance  of,  to  the  best  of  my  recollec- 
tion, six  months'  salary.  Some  of  them  did  not 
want  immediate  employment  for  one  reason  or  an- 
other. There  were  two  who  wanted  to  go  on  work- 
ing, and  those  two  were  employed  by  our  office 
at  that  time  and  were  referred  to  in  that  letter  you 
showed  me  which  I  wrote  to  Mr.  Elsey,  although 
they  were  not  a  problem  of  the  operating  company 
except  in  the  sense  that  the  operating  company  was 
interested  in  knowing  what  happened  to  the  New 
York  emloyees  after  the  closing  of  the  office. 

Q.  And  two  of  those  employees  came  over  to 
y^our  office  and  you  took  them  in  % 

A.  Miss  Valouch  and  Miss  O'Neill  came,  and 
they  are  both  still  there. 

Q.  What  services  did  you  tell  Mr.  Curry  he  was 
to  perform  for  his  retainer  when  you  made  that 
arrangement  with  him?  [1391] 

A.  I  explained  what  we  had  in  mind,  that  he 
would  be  available  to  assist  Mr.  Polk  and  would 
probably  be  used  as  a  witness  if  those  cases  came 
I  to  trial,  and  meanwhile  he  was  to  have  a  standby 
j  attitude  of  helpfulness  to  Mr.  Polk  in  the  prepara- 
jtion  of  material  to  assert  the  claims  in  the  Treasury 
!  Department. 
j     Q.     I    show   you    Plaintiff's    Exhibit    33,    being 
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a  letter  addressed  to  Mr.  Curry  of  June  6,  1945, 
and  ask  whether  that  is  the  letter  which  you  sent 
to  Mr.  Curry  at  that  date  stating  the  terms  and 
outlining  the  services  in  respect  to  his  retainer. 

A.  This  letter  accompanied  the  first  quarterly 
payment  of  his  retainer.  It  was  not  intended  to 
outline  his  services  which  had  been  covered  in  con- 
versations. It  merely  stated  to  him  that  the  check 
was  transmitted  and  that  he  was  in  the  status  of 
an  independent  contractor,  so  no  deductions  were 
being  made  for  Social  Security  taxes  or  other  de- 
ductions which  would  have  been  made  had  he  been 
an  employee  of  our  office  in  the  strict  sense. 

Q.  How  many  times  did  you  see  Mr.  Curry  after 
he  was  retained  by  your  firm? 

A.  I  can't  fix  the  number  of  times.  It  was  not 
very  often. 

Q.  Did  you  give  him  any  instructions  as  to  what 
he  should  or  should  not  do? 

A.  Only  the  initial  request  that  he  put  himself 
at  Mr.  Polk's  disposal  in  connection  with  the  con- 
solidated return. 

Q.  Prior  to  the  commencement  of  the  VanKirk 
litigation  in  [1392]  New  York  had  you  ever  heard 
of  a  claim  with  respect  to  taxes  in  the  nature  of 
the  claim  set  forth  by  the  plaintiffs  in  that  lawsuit  ? 

Mr.  Phleger:  I  object  to  that  question  on  the 
ground  it  calls  for  the  conclusion  of  the  witness, 
irrelevant,  incompetent  and  immaterial. 

The  Court:     I  suppose  Mr.  Adams  means  prior 
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to  that  time  had  anyone  asserted  that  claim  to  his 

knowledge. 

Mr.  Phleger:     That  is  not  the  question. 

Mr.  Adams:  I  did  ask,  your  Honor,  if  the  wit- 
ness had  ever  heard  of  any  such  claim. 

The  Court:  You  mean  any  such  claim  being 
made  against  whom? 

Mr.  Adams:     Any  claim  like  this  one. 

Mr.  Clark :     Against  anybody. 

Mr.  Adams :  That  is  right.  I  did  ask  that  ques- 
tion. 

Mr.  Clark:     We  join  in  the  objection. 

Mr.  Adams:  I  have  stated  in  argument  from 
time  to  time  that  one  of  our  contentions  is  that 
this  is  an  afterthought  claim,  and  this  is  the  same 
sort  of  question  that  I  have  asked  prior  witnesses. 

The  Court:  I  think  what  counsel  is  bothered 
about,  is  this  the  same  kind  of  question  that  you 
asked  Mr.  Polk? 

Mr.  Adams :     I  do  not  think  it  is,  your  Honor. 

The  Court:  You  are  referring  to  the  claim 
against  the  [1393]  defendant  in  this  case,  are  you 
not? 

Mr.  Adams :  No,  not  at  all.  I  am  asking  this  wit- 
ness, just  as  I  asked  Mr.  Ehrman,  Mr.  Elsey  and 
Mr.  Osborn,  if  they  had  ever  heard  of  a  claim  to  be 
paid  for  the  tax  benefit  of  your  loss  when  you  are 
a  loss  company  in  a  consolidated  return.  I  did 
ask  all  those  gentlemen  that  question,  in  view  of 
my  argument  that  this  is  an  afterthought. 
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Mr.  Clark :  It  is  the  same  question  that  has  been 
ruled  on,  your  Honor. 

The  Court:  I  think  it  is  objectionable.  I  do  not 
see  that  it  has  anything  to  do  with  the  question 
of  its  being  an  afterthought. 

Mr.  Adams:  Do  I  understand  that  the  objection 
is  sustained'? 

The  Court:     Yes. 

Q.     (By  Mr.  Adams)  :     Prior  to  the  commence-1 
ment  of  the  Van  Kirk  action,  Mr.  Coulson,  had  you 
ever  heard  of  the  claim  there  asserted  in  behalf 
of  the  plaintiff  corporation  ? 

Mr.  Phleger:  I  submit  that  has  been  asked  and 
answered. 

Mr.  Adams :     I  would  like  to  ask  it  again. 

The  Court:     Read  the  question. 

(Question  read.) 

The  Court:  You  said  that  was  the  first  time 
you  had  heard  about  it. 

The  Witness :  No  one  had  suggested  it  before,  I 
think  my  [1394]  prior  testimony  was.  Judge.  I 
can't  bring  it  back  word  for  word. 

Q.     (By  Mr.  Adams)  :     Prior  to  the  Van  Kirk  I 
action  had  it  ever  occurred  to  you  that  the  plain- 
tiff had  any  such  claim  as  was  asserted  in  its  behalf 
in  the  Van  Kirk  lawsuit? 

A.     Definitely 

Mr.  Phleger:  I  submit  the  same  objection  that 
was  made  to  substantially  the  same  question  some 
time  ago.    It  is  incompetent,  irrelevant  and  im- 
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material  and  calls  for  the  conclusion  of  the  wit- 
ness. 

The  Court:     Sustained. 

Mr.  Clark:     May  the  answer  go  out? 

The  Court:     Yes. 

Mr.  Adams:  I  have  no  further  questions,  your 
Honor. 

Mr.  Phleger:     I  have  no  questions. 

Mr.  Clark:     Nothing  from  us. 

4fr     *     * 

JAMES  L.  COCKBURN,  JR. 

called  on  behalf  of  the  defendants ;  sworn. 

The  Clerk:  Will  you  state  your  name  to  the 
Court,  please. 

The  Witness:  My  name  is  James  L.  Cockburn, 
C-o-c-k-b-u-r-n,  Jr.  [1395] 

Direct  Examination 
By  Mr.  Adams : 

Q.  And,  Mr.  Cockburn,  will  you  please  state 
your  business  and  your  business  address. 

A.  I  am  with  Price,  Waterhouse  &  Company, 
certified  public  accountants,  at  351  California 
Street,  San  Francisco. 

Q.    And  you  are  forty-five  years  of  age? 

A.     That  is  correct. 

Q.  You  came  to  the  United  States  in  1922  from 
Scotland  and  became  a  citizen  in  1930? 

A.     That  is  correct. 

Q.     And  your  profession  is? 
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A.     Certified  public  accountant. 

Q.     Please  state  briefly  your  education. 

A.  I  went  to  primary  and  high  school  in  Edin- 
burgh Royal  High  School,  in  Edinburgh,  Scotland. 
I  was  one  year  at  the  Heriot-A¥att  College  in  Edin- 
burgh, an  engineering  course,  and  after  coming  to 
this  country,  in  Honolulu,  I  attended  classes  in  the 
evenings  at  the  University  of  Hawaii,  and  the 
YMCA  in  accounting  courses,  and  upon  coming  to 
San  Francisco  in  1926,  I  continued  with  my  studies, 
including  evening  courses  at  Pace  &  Pace,  San 
Francisco.  This  led  to  my  sitting  in  an  examination 
and  getting  my  certified  public  accountant  cer- 
tificate in  1930,  in  California. 

Q.  Now,  will  you  state  briefly  what  professional 
experience  you  have  had*?  [1396] 

A.  Well,  I  have  been  in  public  accounting,  ac- 
counting and  tax  work,  for  approximately  twenty- 
five  years,  starting  with  Young,  Lamberton  &  Pear- 
son in  Honolulu  in  1923,  Price  and  Waterhouse 
from  1926  to  the  present  time,  except  for  a  period 
of  about  three  years,  of  which  two  and  a  half  w^ere 
spent  as  an  assistant  to  the  Comptroller  of  the 
California  Packing  Corporation  in  San  Francisco 
and  a  few  months  in  independent  practice. 

Q.  Now,  from  about  1934,  what  part  of  your 
work  would  you  say  had  been,  had  had  to  do, 
primarily,  with  tax  work? 

A.  From  1934  on  to  1943,  I  worked  almost  en- 
tirely in  the  tax  department  of  Price,  Waterhouse 
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and  I  was  in  charge  of  the  tax  department  from 

1937  to  1943. 

Q.  And  since  that  time  have  you  continued  to 
engage  largely  in  tax  work? 

A.     Both  tax  work  and  regular  auditing  work. 

Q.  Are  you  at  the  present  time  a  member  of 
the  faculty  of  the  Golden  Gate  College  in  San 
Francisco?  A.     I  am. 

Q.     And  what  course  are  you  giving  there? 

A.    Auditing  of  revenue  accounts. 

Q.  Auditing  of  revenue  accounts.  And  you  were 
admitted  to  practice  before  the  United  States  Treas- 
ury Department  in  1935? 

A.     That  is  correct.  [1397] 

Q.  And  you  were  admitted  in  the  same  year 
to  practice  before  the  United  States  Board  of  Tax 
Appeals,  now  the  United  States  Tax  Court? 

A.     I  was. 

Q.  Of  what  professional — rather,  let  me  put  it 
this  way:  Would  you  please  state  briefly  your  ac- 
tivities, if  any,  in  professional  societies. 

A.  Well,  I  am  a  member  of  the  American  In- 
stitute of  Accountants;  I  became  a  member  of  that 
organization  in  1936.  I  have  been  a  member  of  the 
California  Society  of  Certified  Public  Accountants 
since  1930.  I  was  a  member  of  the  Committee  on 
Taxation  of  the  State  Society  at  various  times, 
and  was  chairman  about  1945-46  here.  I  was  presi- 
dent of  the  San  Francisco  chapter  of  the  California 
Society  in  1947,  and  I  have  been  a  member  of  vari- 
ous committees  in  the  society  and  chapter. 

Mr.  Adams:     Now,  at  this  time,  your  Honor,  I 
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would  ask  to  have  marked  for  identification  as 
Defendants'  Exhibit  40  a  printed  report  entitled 
''The  Western  Pacific  Railroad  Corporation  and 
Subsidiaries'  Report  on  Federal  Income  Taxes  Paid 
for  the  Years  1918  to  1944  and  Settlements  Amongst 
Companies  in  Respect  Thereto,"  over  the  name  of 
Price  &  Waterhouse  Company,  351  California 
Street,  San  Francisco  4. 

(The  report  referred  to  was  marked  Defend- 
ants' Exhibit  40  for  Identification.) 

Mr.  Adams:  And  if  I  may  take  the  liberty,  I 
will  hand  up  [1398]  a  copy  to  his  Honor  and  state 
that  copies  of  this  report  were  furnished  to  counsel 
sometime  prior  to  the  pre-trial. 

(Document  handed  to  Court.) 

Q.  (By  Mr.  Adams)  :  Now,  Mr.  Cockburn,  did 
our  firm  request  you  to  make  an  examination  of  the 
files  and  records  of  the  Western  Pacific  Railroad 
Corporation  and  its  affiliated  companies  for  the 
period  begimiing  in  1916  and  ending  April  30, 
1944?  A.     It  did. 

Q.  And  would  you  state,  please,  the  objectives 
of  the  examination  which  was  requested*? 

A.  We  were  asked  to  undertake  three  things : 
One,  to  determine  the  Federal  and  excess  profits 
taxes  paid  by  the  Western  Pacific  Railroad  Cor- 
poration and  its  subsidiaries  for  the  period  1916 
to  1944;  secondly,  we  were  asked  to  determine  the 
settlements    that    were    made    between    companies 
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within  the  group,  within  the  affiliated  group,  with 
respect  to  the  Federal  taxes  on  income ;  and,  thirdly, 
we  were  asked  to  determine  whether  any  company 
included  in  the  consolidated  return  having  a  net 
income  made  a  payment  to  a  company  with  a  net 
loss  by  reason  of  the  fact  that  that  net  loss  was 
inciluded  in  the  consolidated  return. 

Q.     And  did  you  make  such  an  examination? 

A.     I  did. 

Q.     Who  made  it? 

A.  It  was  made  by  me,  assisted  by  several  in- 
dividuals in  our  [1399]  San  Francisco  and  New 
York  office. 

Q.  And  the  assistants  of  whom  you  speak  pro- 
ceed with  their  work  under  your  supervision  and 
direction?  A.     That  is  correct. 

Q.  Would  you  please  identify  the  persons  who 
assisted  you  in  your  examination. 

A.  Mr.  Richard  Brown,  Mr.  Harold  Erb,  Mr. 
Frank  Turk,  and  my  principal  assistant  was  Mr. 
Edwin  H.  Morse  of  San  Francisco.  Mr.  Turk  and 
Mr.  Erb  are  in  our  New  York  offices. 

Q.  And  would  you  also  state  what  relation,  if 
any,  Mr.  Morse  has  had  to  Price,  Waterhouse  & 
Company  ? 

A.  Mr.  Morse  has  been  with  Price,  Waterhouse 
&  Company  since  1939,  except  that  he  was  originally 
with  our  New  York  office,  and  has  been  with  us 
since  that  time  except  for  a  period  of  time  in  the 
armed  services,  with  the  Department  of  Audits, 
Washington. 
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Q.  And  with  which  office  of  Price,  Waterhouse 
&  Company  is  Mr.  Brown  connected? 

A.     San  Francisco. 

Q.  Was  all  the  work  in  this  examination  done  by 
you  or  under  your  personal  direction? 

A.     It  w^as. 

Q.  About  how  long  a  period  of  time  was  oc- 
cupied in  your  work  of  examination  and  the  com- 
pletion of  your  report? 

A.  We  commenced  the  work  in  May,  1948,  and 
completed  it  early  in  January,  1949.  [1400] 

Q.  Has  your  report  been  delivered  to  the  West- 
ern Pacific  Railroad  Company  ?  A.     It  has. 

Q.  Now,  I  hand  you,  Mr.  Cockburn,  the  report 
now  marked  Defendants'  Exhibit  40  for  Identifica- 
tion (handing  to  witness).  Is  that  a  copy  of  the 
report?  A.     It  is. 

Q.  Will  you  please  describe  briefly  the  records 
which  you  examined? 

A.  We  first  visited  the  office  of  the  Western 
Pacific  Railroad  Company  in  San  Francisco  and 
there  examined  copies  of  Federal  income  tax  and 
excels  profits  tax  returns,  Revenue  Agents'  reports 
and  other  material  in  the  Federal  income  tax  files. 
We  examined  the  general  books  of  account,  includ- 
ing the  general  ledger,  cash  book,  general  journal, 
voucher  register.  We  also  inspected  canceled  checks 
and  correspondence. 

Q.  And  in  addition  to  that,  did  you  do  some  work 
with  respect  to  the  Western  Realty  Company  rec- 
ords or  accounts? 


Western  Pacific  R.R.  Company,  etc.        1507 

(Testimony  of  James  L.  Cockburn,  Jr.) 

A.  We  inspected  similar  records  of  the  Western 
Realty  Company  at  its  office  in  San  Francisco. 

Q.  Did  you  do  any  of  your  examination  in  New 
York?  A.     Yes. 

Q.    What  did  you  do  there*? 

A.  We  proceeded  to  New  York  and  examined 
there  similar  records  of  the  Western  Pacific  Rail- 
road Corporation,  and  also  their  [1401]  corporate 
minutes. 

Q.  Now,  did  you  obtain  any  additional  informa- 
tion from  other  sources  beyond  what  you  have  al- 
ready described'?  A.    Yes. 

Q.     What  was  that? 

A.  We  obtained  additional  information  from  the 
T'^reasury  Department  at  Washington,  D.  C,  con- 
sisting of  certificates  of  over-assessment  relating  to 
certain  years,  and  we  also  obtained  certain  addi- 
tional information  from  the  Utah  Fuel  Company. 

Q.     And  where  did  you  get  that  information  f 

A.     At  Salt  Lake  City. 

Q.  Now,  Mr.  Cockburn,  what  procedure  did  you 
follow  in  determining  your  findings'? 

A.  Well,  we  made  an  analysis  of  the  accounts 
relating  to  the  tax  expenses  and  receivable  and  pay- 
able accounts.  With  respect  also  to  all  of  the  com- 
panies in  the  Western  Pacific  group. 

Q.  And  are  your  findings  summarized  in  your 
report?  A.     They  are. 

Q.  Now,  in  what  manner,  if  at  all,  did  you  check 
your  findings? 
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A.  We  were  able  to  check  the  taxes  paid  accord- 
ing to  the  expense  accounts  with  the  tax  returns, 
Revenue  Agents'  reports  and  similar  data.  We 
were  also  able  to  check  the  tax  paid  by  the  various 
companies  against  the  surplus  reconciliation  ap- 
pearing in  the  tax  return.  Thirdly,  we  were  able 
to  cross-check  the  payments  made  between  com- 
panies as  between  the  books  [1402]  of  the  inter- 
company transactions  and  in  particular  letters 
concerning  the  transactions  between  the  San  Fran- 
cisco and  New  York  offices. 

Q.  So  that  you  did  in  fact  check  entries  both 
in  San  Francisco  and  corresponding  entries  and 
records  in  New  Yorkf 

A.     That  is  correct. 

Q.  In  making  such  cross-checks  did  you  find  any 
discrepancies'?  A.     We  did  not. 

Q.  Are  your  findings  with  regard  to  the  sub- 
ject matter  of  your  examination  correctly  sum- 
marized in  your  printed  report? 

A.     They  are. 

Q.  Does  your  printed  report  correctly  sum- 
marize the  information  contained  in  the  tax  records 
of  the  respective  corporations  for  the  period  and  on 
the  subjects  covered  by  your  report? 

A.     It  does. 

Q.     Do  you  believe  it  to  be  correct  ? 

A.    I  do. 

Q.  Now,  Mr.  Cockburn,  I  will  ask  you  to  explain 
to  the  Court  the  schedules  and  tabulations  it  con- 
tains.   Will  you  please  first  take  Schedule  1. 
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Mr.  Phleger:  May  it  please  the  Court,  I  think 
this  is  probably  an  appropriate  time  to  interpose 
an  objection  to  the  admissibility  of  this  identified 
exhibit  and  the  material  which  it  contains.  The 
objection  is  that  it  is  incompetent,  irrelevant  [1403] 
and  immaterial.  I  think  we  have  argued  and  dis- 
cussed this  matter  at  length  heretofore.  It  is  our 
position  that  what  was  done  in  the  years  previous 
to  the  critical  years  under  different  circumstances 
and  under  different  law  is  no  evidence  in  the  case. 

Mr.  Clark:  In  addition  to  that,  your  Honor,  so 
far  as  this  document  is  concerned,  it  also  contains 
conclusions  as  to  matters  of  fact  which  are  not  sub- 
ject to  expert  testimony,  such  as  a  statement  in  the 
first  page  to  the  effect  that  it  was  the  consistent 
practice  of  the  Western  Pacific  group  to  do  this  and 
that.  It  is  also  based  upon  certain  assertions  of 
fact  which  should  properly  be  elicited  by  oral  testi- 
mony. We  will  add  to  our  objection  that  this  is  not 
a  proper  method  of  developing  any  expert  opinion 
this  gentleman  may  have. 

Mr.  Phleger:  Our  objection  hasn't  anything  to 
do  with  that.  Our  objection  is  it  is  just  incom- 
petent, irrelevant  and  immaterial  because  the  cir- 
cumstances which  existed  during  this  entire  period 
were  entirely  different  from  those  which  existed  in 
these  critical  years,  and  the  law  was  different. 

Mr.  Adams:  May  I  respond  to  plaintiff's  objec- 
tion, because  I  think  the  interveners'  objections  are 
premature,  the  report  not  yet  having  been  offered. 
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Mr.  Clark:  We  are  simply  adding  them  at  this 
time  to  plaintiff's  objection,  in  which  we  concur. 

Mr.  Adams:  The  objections  are  wholly  prema- 
ture as  stated  [1404]  by  the  intervener  since  I  have 
not  offered  the  report.  The  objections  may  run  to 
the  report  when  it  is  offered,  but  plaintiff's  objec- 
tion runs  to  the  whole  subject  matter  of  this  report 
and  should,  I  think,  fairly  be  answered  at  this 
time. 

Your  Honor,  this  is  our  defense.  You  will  recall 
we  had  some  discussion  of  this  when  Mr.  Elsey  was 
on  the  stand.  One  of  our  defenses  is  this,  that 
during  the  whole  period  of  affiliation  betw^een  the 
plaintiff  corporation  and  the  defendant  railroad 
company  and  other  companies  in  that  group,  which 
began  in  1916,  and  which  ended  for  tax  purposes  ! 
on  April  30,  1944,  a  consistent  procedure  was  fol- 
lowed in  the  allocation  of  taxes,  and  that  consistent  j 
procedure  was  that  taxes  should  be  allocated  to  the 
income-producing  members  of  the  group,  and  that 
no  payment  should  be  made  to  the  loss  company  for 
the  tax  advantage  which  its  loss  brought  to  the 
affiliated  group.  That  is  our  defense,  your  Honor, 
offered  on  our  theory  of  the  defense,  on  the  par- 
ticular facts  in  this  case.  We  contend  that  that 
procedure,  which  this  report  is  offered  to  establish, 
is  binding  upon  the  plaintiff  corporation,  being  the 
party  responsible  and  which  established  it.  We 
contend  further  that  it  establishes  a  practice  or 
contract  relationship  which  will  govern  the  deter- 
mination of  this  case. 

3» 
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We  say  further — and  this  is  an  additional  reason 
for  bringing  forward  this  evidence — that  when  the 
plaintiff  corporation  comes  into  equity,  and  having 
enjoyed  the  advantages  [1405]  of  an  arrangement 
under  which  it  secured  the  tax  advantages  of  the 
losses  of  other  companies  and  did  not  pay  for  them, 
it  does  not  come  into  equity  on  the  basis  that  equity 
can  respond  to,  because  of  the  ordinary  rule  that 
one  who  has  had  the  fat  off  an  arrangement  be- 
tween interlocking  companies  cannot  then,  when 
the  thing  turned  out  to  be  advantageous  to  someone 
else  at  the  end  of  the  period,  insist  upon  taking  a 
different  position  than  that  which  he  himself  estab- 
lished and  enforced  during  the  time  the  arrange- 
ment was  advantageous  to  him.  These  are  theories. 
We  have  argued  them  before.  And,  as  I  say,  this 
is  our  defense  that  we  are  putting  in,  and  I  take  it 
your  Honor  can,  of  course,  receive  the  evidence  and 
consider  its  materiality  in  relation  to  any  judgment 
your  Honor  may  pronounce,  but  it  would  be  inap- 
propriate to  exclude  at  this  time  evidence  going  to 
show  the  facts  that  are  stated  in  the  report.  [M06] 
The  Court:  I  suppose  there  is  really  no  dispute 
as  to  the  fact  because  it  all  appears  from  the  income 
tax  returns  and  books  that  this  was  what  was  done, 
that  is,  what  is  shown  in  the  report  was  done'? 
Mr.  Adams:  I  think  that  is  correct.  This  has 
been  a  very  thorough  and  very  arduous  job  to  get 
the  facts.  We  have  had  Mr.  Cockburn  and  his 
associates,  those  who  assisted  him  in  his  determina- 
tion,   spending   months    in   getting   the    facts    and 
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getting  them  on  a  basis  so  that  we  think  we  have 
given  a  full,   complete   and   correct   account  with 
respect  to  this  matter  for  over  all  these  years. 

The  Court:  Of  course,  the  only  ultimate  fact 
that  is  of  any  consequence  is  that  each  year  the 
taxes  were  allocated  as  described  in  the  report,  and 
no  credit  or  allowance  was  made  to  a  company 
which  suffered  a  loss  in  the  group,  or  having  con- 
tributed that  loss,  as  it  were,  for  the  benefit  of  the 
final  tax  liability  of  the  parent  company  or  the 
group  as  a  whole.  I  suppose  there  is  no  doubt  about 
that. 

Mr.  Clark:     Yes,  there  is,  your  Honor. 

Mr.  Adams:  There  are  details  provided  in  the 
report.  If  it  is  in,  then  counsel  can  use  it.  I 
rather  assume  that  there  is  not  going  to  be  much 
question  about  the  complete  accuracy  of  the  report. 
Then  all  counsel  will  have  it  to  use  as  a  basis  of 
arguments,  but  we  feel  it  is  incumbent  upon  us — 
and  we  pleaded  this  in  our  pleadings — and  we  think 
it  is  a  matter  of  defense  [1407]  that  this  was  the 
continuous,  standard  practice  that  was  followed 
throughout  these  years  during  all  the  time  that  the 
plaintiff  corporation  was  the  controlling  party. 

The  Court:  I  would  be  inclined  to  think  that  as 
between  the  same  parties  to  a  transaction,  that 
might  be  a  persuasive  argument.  But,  of  course, 
you  have  the  legal  question  here  of  whether  this  re- 
organized company  can  have  the  benefit  of  that. 
That,  I  think,  would  be  one  of  the  important  ques- 
tions that  you  have  to  present. 
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Mr.  Adams:  I  understand  that  is  the  plaintiff's 
theory  of  the  case.  We  have  a  view  that  where  the 
plaintiff  starts  during  the  period  when  it  is  in 
command  and  control  and  takes  advantages  out  of 
the  arrangement  which  it  establishes,  and  then 
when,  at  the  end  of  a  tax  period  an  advantage  comes 
to  another  member  of  the  affiliated  group,  the  plain- 
tiff should  not  be  heard  to  complaint  of  the  advan- 
tage of  the  other  member  if  under  its  own  practice 
established  by  itself  it  took  the  advantage  in  prior 
years  and  neither  recognized  any  claim  nor  heard 
any  complaint  from  any  other  member  of  the  group 
that  the  plaintiff  was  doing  what  the  plaintiff  now 
complains  of  here. 

The  Court:  I  think  those  are  matters  that  you 
will  have  to  argue  on  the  submission  of  the  case.  I 
still  think  the  main  question  in  this  case  is  the  ques- 
tion of  the  right,  if  any,  in  the  plaintiff  and  the 
admeasurement  of  that  right.  There  is  no  conflict 
that  the  reorganized  company  got  the  benefit  of 
this.  [1408]  It  may  be  that  you  can  show  that  the 
plaintiff  had  no  right  or  had  no  right  that  is  capable 
of  monetary  measurement.  I  do  not  know.  That 
is  the  real  question  in  the  case.  I  do  not  think 
any  of  these  other  matters  make  any  difference. 

Mr.  Adams:  We  offer  it  as  a  part  of  our  defense, 
your  Honor,  and  you  will  appreciate  it  if  I  were 
to  take  a  very  simple  situation — let  us  say  you  and 
I  have  been  engaged  in  some  kind  of  a  common 
enterprise,  and  at  the  beginning  of  the  term  the 
arrangement  between  us  has  been  very  satisfactory 
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to  me.    I  do  not  think  then  at  the  end  of  the  term, 
because  it  turns  out  to  be  very  satisfactory  to  you, 
that  I  am  in  a  position  to  complain  about  that. 

The  Court:  As  I  say,  if  it  is  the  same  parties, 
of  course,  there  might  be  a  good  argument,  but  your 
opponents  contend  that  some  new  owners  here  got 
the  benefit  of  this  and  they  still  think  they  have 
a  right  to  get  some  salvage  out  of  it  because  these 
other  fellows  got  a  benefit.  I  do  not  know  if  they 
have  such  a  right.  My  mind  is  open  on  that,  or 
whether  it  is  capable  of  admission.  That  is  a 
problem  you  gentlemen  will  have  to  labor  under. 

Mr.  Adams:  I  am  just  seeking  to  put  in  my 
defense,  so  I  will  have  my  facts,  so  that  when  the 
time  comes  for  argument  we  will  have  them  to 
argue  from. 

The  Court:  I  merely  suggested,  counsel,  that 
there  is  not  much  point  in  spending  a  lot  of  time 
arguing  about  the  [1409]  admissibility  of  this  at  j 
this  time.  Why  not  let  the  witness  testify  that 
everything  in  this  report  is  correct,  and  if  you  are 
not  satisfied  with  his  statement  in  that  regard,  you 
can  cross-examine  him  on  that.  If  you  do  not  wish 
to  cross-examine  him,  let  the  record  be  admitted  in 
evidence  and  the  question  whether  it  has  a  legal 
bearing  upon  the  issues  of  this  case  you  can  argue 
at  the  time  of  the  submission  of  the  case. 

Mr.  Phleger :  We  think  we  should  interpose  our 
objection  so  as  to  preserve  our  position.  Counsel, 
I  am  sure,  inadvertently,  misstates  the   situation. 


Western  Pacific  R.R.  Company,  etc.        1515 

(Testimony  of  James  L.  Cockburn,  Jr.) 
We  were  the  parent  company  during  this  period, 
and  as  the  tax  laws  contemplated  and  intended,  of 
course,  we  got  the  benefit.  That  did  not  require 
allocation  of  losses  back  and  forth  at  all,  but  when 
we  became  a  complete  stranger,  with  no  further 
financial  stock  in  the  situation,  why,  what  took 
place  in  prior  years  is  utterly  immaterial. 

The  Court:  I  understand  the  position  of  the 
parties  in  the  matter,  but  the  defendant  wants  to 
assert  a  defense  which  he  says  he  cannot  present 
unless  he  has  some  record  to  present  it  on,  because 
if  he  just  says  he  is  presenting  it  on  the  basis  of 
the  past  conduct  of  the  parties,  he  hasn't  anything 
in  the  record  to  show  what  that  was.  He  has  no 
factual  basis  upon  which  to  predicate  that  defense, 
and  I  think  it  probably  would  be  a  waste  of  time 
now  to  argue  this  thing  out,  because  when  you  get 
all  through  I  think  I  would  take  refuge  in  the  rule 
of  civil  procedure  which  would  allow  me  to  reserve 
ruling  on  it,  because  I  would  want  to  [1110]  con- 
sider it.  I  would  want  to  have  the  benefit  of  the 
arguments  of  both  sides  on  it,  and  I  think  the  most 
sensible  thing  to  do,  and  which  would  save  time  for 
everyone  concerned,  so  that  the  whole  question 
could  be  presented  with  its  various  facets  at  one 
time,  would  be  simply  to  make  your  pro  forma 
showing  and  have  the  witness  testify  that  every- 
thing in  that  report  is  true  and  correct  as  a  result 
of  his  investigations,  and  I  will  admit  it  in  evidence 
subject  to  the  future  determination  upon  the  sub- 
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mission  of  the  case  as  to  whether  or  not  it  has  a 
material  bearing  and  does  sustain  the  legal  defense 
which  is  urged,  and  then  you  can  argue  that  out 
at  the  time  of  the  submission  of  the  case.  It  cer- 
tainly is  umiecessary  for  me  to  sit  here  and  listen 
to  this  witness  go  into  each  schedule  and  tell  how 
he  did  it,  if  you  are  not  going  to  raise  any  question 
about  that.  I 

Is    that    procedure    generally    agreeable    to    all 

counsel  ? 

Mr.  Phleger:    That  is  entirely  satisfactory. 

Mr.  Adams:  I  will  ask  the  question  asked  by 
your  Honor: 

Q.     Based  upon  the  examination  you  have  de- 
scribed,  does  your  credit  report  correctly  summarize  j 
the  information  contained  in  the  books  and  records  ' 
of  the  respective  corporations  for  the  period  and 
on  the  subject  covered  by  the  report? 

A.     It  does. 

Q.  And  you  believe  it  to  be  in  all  respects  true 
and  correct  to  the  best  of  your  capacity? 

A.     I  do.  [1411] 

Mr.  Adams:  I  will  offer  Defendant's  Exhibit  40 
for  identification  now  as  Defendant's  Exhibit  40 
in  evidence. 

Mr.  Clark:  To  which  we  object,  your  Honor,  on 
the  groimd  stated  by  Mr.  Phleger  for  the  record, 
and  also  we  specifically  object  to  the  inclusion  of 
the  first  two  pages,  that  is,  the  narrative  on  the 
first  two  pages  of  the  offer  as  being  conclusions 
on  factual  matters  wMch  should  not  be  considered 
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as  evidence  in  the  case.     Other  than  that  we  have 
no  objection  to  the  suggestion  of  the  court  as  to 
how  they  should  be  treated. 

The  Court:  I  won't  give  any  weight  to  the 
opinion  of  the  witness  in  that  regard,  inasmuch  as 
it  is  a  factual  report.  And  I  will  admit  it  subject  to 
the  conditions  which  the  court  has  already  stated. 
However,  if  after  examining  the  report  either  the 
plaintiff  or  the  intervener  wishes  to  conduct  any 
cross-examination  of  the  witness  in  respect  to  the 
accuracy  of  any  statement,  that  right  should  be 
reserved  to  both  the  plaintiff  and  the  intervener. 

Mr.  Clark :    Very  well,  your  Honor. 

Mr.  Adams:  The  record  will  show,  your  Honor, 
that  counsel  for  all  the  parties  have  had  copies  of 
this  report  since  some  time  prior  to  the  pre-trial  in 
this  case. 

Mr.  Phleger :    That  is  right. 

Mr.  Clark:    That  is  right.  [1412] 

*     *     * 

(The  Defendant's  Exhibit  No.  40  for  identi- 
fication was  thereupon  received  in  evidence.) 

Mr.  Adams :    If  the  Court  please,  I  ask  that  there 

be  marked  for  identification  as  Defendant's  Exhibit 

41  for  identification  a  single  sheet  dated  February 

jll6,  1949,  entitled  "The  Western  Pacific  Railroad 

1  Company,  Federal  Income  and  Excess  Profits  Taxes 

I  for  Years  1942  and  1943  and  for  the  First  Four 

Months  of  1944,"  on  the  basis  of  assuming  that  the 

i  Western  Pacific  Railroad  Company  had  filed  sej^a- 
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rate  returns  and  had  the  benefit  of  its  own  net  oper- 
ating loss  carry-overs  and  excess  profits  credit 
carry-overs  computed  as  though  it  had  filed  separate 
returns  in  prior  years,  and  the  additional  deductions 
from  income  as  shown  in  the  note  below,  and  ask 
that  the  document  be  marked  for  identification  De- 
fendant's 41.  And  if  I  may  take  the  liberty,  I 
will  hand  up  a  copy  to  the  Court,  copy  having  been 
furnished  this  day  to  opposing  counsel. 

The  Court:  This  would  be  similiar,  then,  to 
Plaintiff's  Exhibit  73^ 

Mr.  Adams:    Basis  2.  [1413] 

The  Court :    Is  that  Basis  2  "I 

Mr.  Adams:  Yes,  Basis  2.  It  is  more  or  less 
similar  to  Basis  2,  but  there  is  quite  a  wide  differ- 
ence, your  Honor. 

The  Court :  I  mean  you  are  attempting  to  show 
the  same  general  thing'? 

Mr.  Adams:    I  will  ask  the  witness  about  that. 

The  Court:    Very  well. 

Q.  (By  Mr.  Adams)  :  Mr.  Cockburn,  I  hand  you 
Defendant's  Exhibit  41  for  identification.^  Is  that 
paper  a  summary  of  computations  which  you  made?  j 

A.     It  is. 

Q.     Where  did  you  obtain  the  basic  information  . 
from  which  your  computations  were  made"? 

A.     From  the  tax  returns  filed. 

Q.     And  the  tax  returns  for  what  years'? 

A.    Eor  the  years  1939  to  1944,  inclusive. 

Mr.  Adams :    Now  may  the  record  show  that  th< 
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returns  for  1940  to  '45  have  already  been  offered 

by  the  plaintiff? 

Q.  And  do  you  have  a  copy  of  the  1939  tax  re- 
turn here?  A.     Yes. 

Q.     May  I  refer  to  that? 

Mr.  Adams:  I  will  ask  that  Mr.  Morse  hand 
it  up. 

Mr.  Phleger:  The  return  for  1945  is  not  in  evi- 
dence and  we  would  like  to  have  it  in  evidence,  and 
also  that  for  '46  and  '47.  [1414] 

Mr.  Adams:  Well,  my  recollection  was  that  Mr. 
Buchanan  testified  with  regard  to  the  basis  of  his 
computations,  that  he  had  used  the  returns  from 
1940  to  1946.     Am  I  correct  in  that? 

Mr.  Phleger:     Mr.  Buchanan? 

Mr.  Clark:    No,  it  is  not. 

Mr.  Phleger:     1944. 

Mr.  Clark:  In  the  last  eight  months,  I  think 
he  said,  of  '44. 

Q.  (By  Mr.  Adams) :  Oh,  that  is  in,  yes.  Well, 
your  Honor,  I  don't  have  the  returns  for  '46  and 
'47  with  me,  but  with  comisel's  permission,  I  may 
proceed  with  the  examination  on  the  calculations, 
and  we  can  produce  the  basic  returns  when  we  re- 
sume at  the  next  session,  if  that  is  agreeable. 

I  do,  at  this  time,  offer  as  Defendant's  Exhibit 
42,  the  corporation  income  and  excess  profits  tax 
return  of  the  Western  Pacific  Railroad  Corpora- 
tion for  the  year  1939. 

The  Court:  Well,  why  do  you  need  that  in  con- 
nection with  this? 
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Mr.  Adams :  The  witness  testified  he  had  to  go 
back  to  the  figures  in  that  return  in  order  to  get 
his  computations. 

The  Court:    For  Exhibit  41? 
Mr.  Adams:    Yes,  your  Honor. 
The  Court:     I  see. 
The  Clerk:     Are  you  offering  that  in  evidence'? 
Mr.  Adams :    Yes.    And  may  I  state  I  am  produc- 
ing this  from  [1415]  the  files  of  the  defendant  rail- 
road company,  being  a  copy  sent  by  the  plaintiff 
corporation  to  the  defendant  railroad  company  of 
the  consolidated  returns  for  1939. 

(Whereupon  income  tax  return  for  1939  was 
received  in  evidence  and  marked  Defendant's 
Exhibit  42.) 
Q.     (By  Mr.  Adams)  :     Now,  Mr.  Cockburn,  re- 
ferring  to   Defendant's   41   for  identification,   the 
schedule  in  your  hands,  did  you  make  any  correc- 
tion in  the  information  appearing  on  the  income 
tax  returns  you  have  described  in  making  the  com- 
putations on  this  schedule? 

A.  Yes,  I  have  made  two  principal  corrections: 
one,  the  information  from  which  these  corrections 
were  made  appears  in  revenue  agent's  report  dated 
June  12,  1947,  relating  to  an  examination  of  1940, 
and  1941  consolidated  federal  income  tax  returns. 
The  first  adjustment  related  to  a  loss  claimed  on. 
abandonment  of  Deep  Creek  properties,  and  the 
second  related  to  an  amount  of  reorganization  ex- 
pense of  $169,000,  that  was  disallowed. 

i 
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Q.  Now  Ms  Honor  inquired  how  it  came  about 
that  the  income  tax  return  for  1939  was  related  in 
any  way  to  these  computations.  Did  that  arise  in 
connection  with  the  Deep  Creek  loss? 

A.     Part  of  it,  yes. 

Q.  Well,  please  tell  his  Honor  that  part,  and 
the  other  part  as  well. 

Q.  The  Deep  Creek  loss  was  originally  reported 
in  1940  federal  [1416]  income  tax  return.  The 
revenue  agent  in  his  report  explained  that  it  was 
a  1939  item,  and  we  therefore  repositioned  the  loss 
to  1939;  and  as  a  result  of  a  difference  in  the  law, 
the  item,  the  greater  portion  of  the  item,  or  $600,- 
000  for  which  the  loss  was  claimed  in  1940,  was 
considered  to  be  a  capital  loss,  and  since  the  com- 
pany had  already  availed  itself  of  a  $2,000  capital 
loss  reduction,  no  benefit  was  obtained  by  reposi- 
tioning the  loss  into  that  year.  The  balance  of  the 
adjustment  of  reorganization  expense  was  just  not 
claimed  as  a  deduction  in  1940. 

Q.  Go  right  ahead.  I  didn't  want  to  interruj^t 
you. 

A.  To  explain  further,  the  reason  it  was  neces- 
sary to  take  into  consideration  the  1939  figures,  the 
1939  loss  is  a  carry-over  into  the  year  1941,  for  a 
net  operating  loss  deduction,  and  in  turn,  that 
affects  the  excess  profits  credit  carry-over  into  sub- 
sequent years. 

Q.  Was  the  consequence  of  this  correction  which 
you  made  to  increase  or  to  decrease  the  tax  liability 
computations  on  41  for  identification? 
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A.    It  increased  the  computation,  the  tax. 
Q.     Now  in  your  computations,  Defendant's  41 
for  identification,  what  treatment  did  you  give  inter- 
company interest  accruals'? 

A.     We  treated  that  interest  as  a  deduction. 
Q.    Had  those   inter-company  interest   accruals 
been  eliminated  in  computing  the  consolidated  re- 
turn tax  liability  U1417]  A.     They  had. 

Q.  Is  it  your  understanding  that  they  may  be 
properly  restored  as  deductions  in  computing  in- 
come on  a  separate  return  basis?  A.  It  is. 
Q.  And  do  you  have  an  understanding  with  re- 
spect to  the  recognition  of  such  interest  accruals 
where  they  have  occured  during  reorganization  pro- 
ceedings % 

A.     Yes,  and  the  Commissioner  has  ruled  on  that.^ 
Q.     To  what  ruling  do  you  refer? 
A.     I  believe  it  is  X.T.  3635. 
Q.     Now  in  the  consolidated  returns  which  were 
actually  filed,  were  deductions  taken  for  accruals^ 
of  interest  on  all  Western  Pacific  Railroad  obliga- 
tions that  were  held  outside  the  affiliated  group? 
A.     They  were. 
Q.     Is  it  your  understanding  that  such  interest 
is  deductible,  even  though  not  taken  up  as  incomei 
in  the  accounts  or  tax  returns  of  the  creditors? 
A.     It  is.  ; 

Q.    Did  you  make  any  deductions  not  appearing 
on  the  consolidated  returns  as  filed  in  the  computa- 
tions in  your  exhibit  41  for  identification  ? 
A.     I  did. 
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Q.    AVill  you  please  state  what  tliey  were? 

A.  We  made  deductions  for  accelerated  amorti- 
zation in  the  years  [1418]  1942,  in  the  amount  of 
$127,531.24;  in  1943,  in  the  amount  of  $259,654.81; 
in  the  first  four  months  of  1944,  in  the  amount  of 
$522,741.10.  I  also  made  deductions  for  the  United 
States  Government  freight  cut-backs  and  refunds 
in  1941  of  $50,000;  in  1942,  $780,000;  in  1943, 
$1,060,000;  the  first  four  months  of  1944,  $40,000.  I 
also  made  a  deduction  for  a  partial  bad  debt  loss 
on  the  Sacramento  Northern  Railway  notes  and 
advances  in  1943,  in  the  amount  of  $8,526,690.72. 

Q.  Now,  Mr.  Cockburn,  referring  to  the  amounts 
you  have  stated,  of  deductions  on  account  of  ac- 
celerated amortization,  will  you  please  state  the 
basis  of  deductions  taken  for  accelerated  amoritiza- 
tion '? 

The  Court:  Well,  the  witness  has  answered  that 
question.  May  I  make  this  inquiry,  so  I  can  get 
myself  a  little  bit  oriented  to  this?  I  may  be  in 
error  in  this,  but  is  the  difference  a  substantial 
difference  between  Mr.  Buchanan's  basis  and  this 
estimate,  the  items  that  are  listed  at  the  bottom  of 
the  page  of  this  Exhibit  41?  I  mean,  a  big,  sub- 
stantial difference? 

Mr.  Adams:  Your  Honor,  your  Honor's  inquiry 
is  based  on,  of  course,  at  first,  the  proposition  that 
the  deductions  that  are  taken  in  the  lower  half  of 
this  exhibit  were,  not  taken  in  Mr.  Buchanan's 
Basis  2. 
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The  Court:  Well,  of  course.  I  say  that  is  the 
reason  why  this  basis  in  Exhibit  41  is  so  much 
lower  than  that  which  this  witness  has  included,  or 
in  which  this  witness  has  included,  the  [1419]  sub- 
stantial items  that  Mr.  Buchanan  did  not  use  in  his 
basis.  I  am  not  asking  you  to  commit  yourself,  I 
just  wanted  to  find  out  if,  substantially,  that  is  the 
basis  of  the  difference  between  the  two  estimates. 

Mr.  Adams :  Well,  I  would  like  to  ask  Mr.  Cock- 
burn  one  question  to  help  me  in  giving  your  Honor 
my  answer.  , 

Q.  Leaving  out  of  account  the  effect  of  deduc- 
tions, Mr.  Cockburn,  the.  three  deductions  that  are 
taken  account  of  in  this  schedule,  have  you  made 
any  figure  to  determine  the  variance  or  approximate 
variance  between  the  computations  you  have  made 
and  the  computations  which  Mr.  Buchanan  made 
on  his  Basis  2  of  Plaintiff's  Exhibit  80? 

A.    No. 

Mr.  Adams :  Well,  perhaps  we  can  bring  that  to 
your  Honor  in  the  morning.  We  can  give  you  a 
figure  that  would  more  accurately  answer  your 
Honor's  question. 

The  Court:  Well,  it  just  kind  of  looks  like  it 
to  me,  and  that  is  why  I  asked  the  question,  because 
I  see  there  is  about  $10,000,000  and  if  you  add  that 
to  $7,000,000— well,  you  get  pretty  close  to  it.  There 
must  be  some  other  figures  involved  in  it,  but  it 
looks  to  me  as  if  that  might  be  the  substantialji 
difference. 

Mr.  Adams :    The  witness  has  stated  he  has  taken 
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account  of  some  inter-company  interest  deductions 
that  Mr.  Buchanan  did  not  take  account  of,  and 
some  other  factors.  [1420] 

The  Court:     There  might  be  some  other  factors. 

Mr.  Adams:    I  think  your  Honor  is  right. 

The  Court:  It  seems  to  me  the  bigger  amount 
by  way  of  difference  are  these  figures. 

Mr.  Adams:  I  believe  that  is  true;  and  further- 
more, I  believe  that  Mr.  Buchanan  gave  some  figures 
on  accelerated  amortization  that  somewhat  resemble 
the  figures  that  are  produced  on  this  exhibit.  So 
that  the  larger  deductions  are  the  latter  two  in 
effect.  Mr.  Buchanan  said  himself  that  he  hadn't 
taken  off  accelerated  amortization  in  producing  his 
Basis  2  figures,  but  he  gave  us  some  figures  when 
we  talked  with  him  about  it. 

Mr.  Phleger :  I  don 't  like  to  interrupt,  but  would 
it  not  be  helpful  if  this  witness,  in  the  morning, 
could  give  us  the  figures  without  these  adjustments  ? 

Mr.  Adams :    Well,  it  is  a  little  quick  work ;  these 
things  don't  get  done  in  five  minutes. 
■  Mr.  Phleger:    In  other  words,  if  he  gave  us  the 
figures  without  the   adjustments,   then  you   would 
have  the  comparable  figures  for  Basis  2. 

The  Court:    Well,  maybe  you  can  calculate  that. 

Mr.  Adams:  Let  me  suggest  this:  Mr.  Cockburn 
and  Mr.  Buchanan  have  been  discussing  this  matter 
one  with  the  other. 

Q.     Have  you  not?  A.     That  is  correct. 

Mr.  Adams:    I  think  Mr.  Buchanan  can  produce 


1526        Western  Pacific  B.R.  Corp.,  et  ah,  vs, 

(Testimony  of  James  L.  Cockburn,  Jr.) 

the  figures  [1421]  for  Mr.  Phleger  that  the  plaintiff 

desires. 

The  Court:  I  only  asked  the  question  because 
it  would  seem  to  me  that  the  thing  could  centralize 
on  these  figures  here  that  you  are  examining  him 
about.  That  will  create  the  real  issue  as  between  the 
two  estimates. 

Mr.  Phleger:    That  is  correct. 

Mr.  Adams:  Well,  I  think  in  addition  to  that 
we  can  produce  a  figure  of  our  own— or  at  least 
I  hope  so.  If  we  have  any  substantial  variance  with 
Mr.    Buchanan's   figures,    on   his    own   hypothesis, 

that  is. 

The  Court:     I  think  that  would  be  helpful,  Mr. 

Adams. 

Q.  (By  Mr.  Adams):  Now,  JMr.  Cockburn,  re-; 
f erring— wait  a  moment,  didn't  I  have  an  open 
question,  your  Honor,  and  then  your  Honor  asked 
a  question? 

The  Court :  Yes,  you  asked  him  the  basis  of  these 
figures  on  accelerated  amortization,  and  then  is 
when  I  interrupted  you.  There  is  where  there 
was  some  question  like  that  asked  by  you,  I  seem 
to  recollect. 

Mr.  Adams:    That  is  what  it  was  about,  yes,  your 

Honor.  j| 

Q.    Would  you  state  the  basis  of  the  deductions' 

taken  here  for  accelerated  amortization?    When  ] 

say  ''taken  here,"  I  mean  on  41  for  identification 
A.     Under  the  provisions  of  the  Internal  Revemu 

laws,  a  taxpayer  which  had  constructed  an  emer 
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gency  facility  for  war  purposes  was  permitted  to 
amortize  the  cost  of  the  facility  over  [1422]  a  60- 
month  period,  with  provision  in  the  law  that  if  the 
war  ended  earlier,  and  by  proclamation  of  presi- 
dent, they  w^ould  then  have  the  election  of  amortiz- 
ing the  cost  of  the  facility  over  the  period  from  the 
date  the  facility  was  completed  to  within  a  certain 
period  of  time  after  the  date  of  proclamation,  or 
to  take  the  balance  of  the  amortization  over  the 
normal  life  of  the  asset  involved. 

The  Court:  Was  1942  the  first  year,  then,  that 
that  could  be  availed  of? 

The  Witness:  That  was  the  first  year  in  which, 
your  Honor,  the  Western  Pacific  Railroad  Com- 
pany had  any  assets  constructed  under  these  pro- 
visions of  the  law.  I  am  not  sure  whether  it  began, 
or  actually  could  have  started  in  1941  or  '42,  if 
they  had  facilities  in  an  earlier  year. 

Q.  (By  Mr.  Adams) :  Now,  Mr.  Cockburn,  re- 
ferj'ing  to  the  deductions  as  indicated  on  41  for 
identification,  during  the  four  years,  1941,  1942, 
1943,  and  the  first  four  months  of  1944,  for  United 
States  Government  freight  cut-backs,  refunds,  will 
you  please  state  the  deductions  you  have  taken  in 
your  computations  for  those  freight  cut-backs  and 
refunds?  [1423] 

'  Mr.  Phleger:  Now  excuse  me  for  interrupting; 
I  am  trying  to  be  helpful.  Are  you  dropping  the 
amortization  claim  now'?  Because  in  our  view,  the 
witness  has  not  supported  at  all  his  deductions.    He 
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has  stated  what  the  law  is,  but  he  hasn't  stated 

what  the  facts  are. 

Mr.  Adams:  Well,  my  recollection  is  that  Mr. 
Buchanan,  the  witness,  came  out  about  the  same 
with  these  figures.  I  am  not  dropping  it  at  all; 
I  don't  have  any  query  in  my  mind  about  it.  What 
is  your  question  as  to  amortization? 

Mr.    Phleger:     Well,   I   would   say   before   any 
foundation  was  laid,  for  any  such  deduction,  you 
would  have  to  show  how  much  the  emergency  facili- 
ties  were   that  were   constructed,   and   when  theyj 
were   constructed,   the  years  in  which   they  werej 
taken,  how  he  readjusted  them,  and  what  the  taxi 
credits  by  this  readjustment  were  that  the  company 
received  that  should  have  been  offset  by  these  ad-, 
ditional  amounts.  I 

Mr.    Adams:      Can   you    answer   Mr.    Phleger 's' 

question  % 

A.  The  first  portion  of  his  question  I  might' 
answer  by  stating  that  the  information  from  which 
these  figures  were  computed  appears  in  the  tax 
returns  which  were  filed.  The  portion  of  the 
amortization,  the  facilities,  are  listed  in  the  schedule 
attached  to  the  return,  and  the  computation  of  the 
accelerated  portion  of  that  amortization,  which  ij 
listed  here,  was  determined  from  the  informatioi 
appearing  there.  [1424] 

Mr.  Phleger:     Yes,  but  not  in  returns  that  art 
in  evidence. 

Mr.  Adams:    If  your  Honor  please,  I  didn't  sur 
render  the  witness  altogether. 
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Mr.  Phleger:  No,  but  I  wanted  to  be  helpful. 
I  will  not  ask  any  further  questions.  I  will  have 
to  object  to  this  exhibit  on  the  acceleration  matter, 
because  there  is  no  proper  foundation.  The  infor- 
mation that  he  refers  to  in  our  later  returns 

The  Court:  Well,  he  will  have  to  develop  that 
inquiry  first. 

Mr.  Adams:     The  witness  has  been  interrupted, 
I  thought,  in  his  answer,  and  I  would  like  to  have 
him  continue  with  his  answer. 
Mr.  Phleger:     Excuse  me. 

A.     (Continuing) :       These     computations    were 
made  by  us  from  the  information  appearing  in  the 
returns  for  the  years  '42,   '43  and  '44,  and  we  as- 
sumed in  making  these  computations  that  the  tax- 
payer,   the    Western    Pacific    Railroad    Company, 
would  have  elected  to  claim  the  benefit  of  accelerated 
amortization  if  it  had  been  to  its  benefit  to  do  so. 
,      Q.     (By  Mr.   Adams) :     Now,   making  that   as- 
'  sumption,  did  you  find  in  the  returns  as  filed  the 
'.figures  from  which  you  were  able  to  compute  the 
f  deduction  for  account  of  accelerated  amortization, 
I  if  that  election  were  exercised?  [1425] 
A.    I  did. 

Q.     Those  figures  you  found  in  the  returns  as 
filed?  A.     That  is  correct. 

j    Q.    Were  they  all  that  you  required  as  an  ac- 
fcountant,  a  tax  accountant,  to  satisfactorily  com- 
pute that  deduction?  A.     That  is  correct. 
;    Q.     Now,  then,  may  I  turn  to  the  item  of  deduc- 
jtion  for  the  United  States  Grovernment  freielit  cut- 
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backs  and  refunds;  and  I  will  ask  you  to  explain 
that  deduction  appearing  for  the  four  years  I  men- 
tioned. 

A.  The  figures  from  which  these  deductions  were 
computed  were  obtained  from  the  general  auditor's 
office  of  the  Western  Pacific  Railroad  Company,  and 
a  sum  was  obtained,  an  approximate  total  freight 
cut-back  of  $2,000,000  for  the  period  '42  to  '46. 

Q.  Now,  then,  what  method  did  you  use  in  de- 
termining the  particular  amounts  of  the  deductions 
applied  to  '41,  '42,  '43  and  the  first  four  months  of 
'44,  out  of  that  total  of  $2,000,000? 

A.  These  are  based  on  the  actual  figures  obtained 
from  the  general  auditor's  office  and  rounded  out 
to  the  nearest  $10,000. 

Q.  So  that  you  obtained  actual  figures  for  each 
of  the  particular  periods  which  are  indicated  here, 
each  of  the  particular  years,  and  part  of  the  year, 
which  are  indicated  here  on  41  for  Identification? 

A.     That  is  correct. 

Mr.  Phleger :  Do  I  understand  that  these  figures 
were  given  to  the  witness  or  that  he  got  them  out 
of  the  files'? 

The  Witness :    They  were  given  to  us. 

Mr.  Phleger:  Then  I  move  that  that  matter  be 
stricken  out  as  hearsay. 

Mr.  Adams :  Well,  your  Honor,  it  is  just  a  ques- 
tion of  connecting  up.  I  am  putting  in  a  computa- 
tion at  this  time,  and  I  assume  that  with  an  objec- 
tion of  this  sort,  it  will  be  necessary  for  me  to 
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produce  the  witness  who  has  taken  two  months  to 
make  the  particular  computation  on  this  calculation, 
on  which  this  calculation  is  predicated. 

The  Court:  Yes.  Well,  subject  to  its- not  being 
connected  up  you  can,  of  course,  move  to  strike 
it  out. 

Q.  (By  Mr.  Adams)  :  Now,  Mr.  Cockburn,  will 
you  please  explain  the  deduction  of  some  $8,500,000 
in  1943  on  account  of  the  partial  bad  debt  loss  on 
Sacramento  Northern  Railway  notes  and  advances'? 

A.  On  December  31,  1943,  Sacramento  Northern 
Railway  Company,  a  wholly  owned  subsidiary  of 
Western  Pacific  Railroad  Company,  owed  to  the 
Western  Pacific  Railroad  Company  on  unsecured 
notes  and  open  account  advances  the  amount  of 
$9,474,100.80.  Mr.  Elsey  has  informed  us  that  in 
his  opinion  these  notes  and  advances  were  worth 
only  10  per  cent  of  face  at  that  time. 

Q.     That  is  in  what  year"?  [1427] 

A.    In  the  year  1943. 

Q.  Now,  could  a  deduction  have  been  taken  on 
account  of  a  part  of  that  indebtedness  in  1943 1 

A.     It  could. 

Mr.  Phleger:  Just  a  moment.  I  move  that  that 
be  stricken  out  on  the  ground  that  it  is  a  conclusion 
of  the  witness.  And  no  proper  foundation  laid,  a 
legal  matter. 

Mr.  Adams:  Well,  we  don't  expect  to  bind  his 
Honor  as  to  any  legal  matter,  but  certainly  the 
man  who  made  the  computations  should  be  in  a 
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position  to  explain  it,  and  that  is  the  purpose  of 

these  questions. 

Mr.  Phleger:  Well,  that  is  an  entirely  different 
matter.     He  is  acting  upon  a  certain  assumption. 

The  Court:  Well,  of  course  this  is  just  a  com- 
putation. I  don't  think  that  the  witness  is  offering 
to  testify  in  order  to  prove  that  that  is  a  proper 
deduction. 

Mr.  Adams:     Certainly  not,  your  Honor. 

Mr.  Phleger:  That  was  the  question  that  w^as 
asked  him,  namely,  could  this  deduction  be  taken 
in  that  year. 

The  Court:  Well,  that  depends  upon  the  facts 
as  to  whether  that  would  be  a  proper  deduction. 

Mr.  Adams:  Of  course,  your  Honor.  But  the 
witness  knows  something  about  this,  and  I  think 
he  should  state  from  his  point  of  view  as  an  expert 
accountant  the  basis  on  which  a  deduction,  speaking 
as  an  expert  accountant,  could  have  been  [1428] 
taken  in  a  return  for  that  year.  It  wouldn't  be 
binding  on  your  Honor,  nor  on  any  party,  but  it 
will  explain  how  the  witness  makes  the  deduction, 
and  it  is  for  that  purpose  that  I  ask  the  question. 

Mr.  Phleger:  Now,  there  is  pending  a  motion  to 
strike  out  the  previous  question  and  answ^er.  The 
witness  was  asked  whether  or  not  this  could  be 
deducted  in  that  year.  He  said  ''Yes,"  and  I  moved 
that  it  go  out. 

The  Court:  Yes,  I  think  that  motion  is  good. 
You  can  ask  the  witness  to  give  the  reasons  why 
he  included  it  in  his  computation. 
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Mr.  Adams:  Thank  you,  your  Honor.  He  may 
do  that. 

The  Court:  That,  of  course,  wouldn't  be  a  state- 
ment that  it  was  deductible  in  that  year. 

Mr.  Phleger :  No,  because  this  is  a  legal  question, 
not  an  accounting  question. 

The  Court:  That  is  right.  I  think  there  is  no 
doubt  about  that. 

Q.  (By  Mr.  Adams)  :  Would  you  state  the  rea- 
sons, Mr.  Cockburn,  why  you  included  this  item 
in  your  calculations,  including  the  same  deduction 
in  your  calculations  on  41  for  Identification'? 

Under  the  provisions  of  Section  23  (k)  of  the 
Internal  Revenue  Code,  a  taxpayer  is  permitted  to 
claim  a  deduction  for  a  debt  which  is  partially 
worthless,  and  may  claim  that  portion  of  the  debt 
down  to  the  point  to  which  it  is  worthless,  [1429] 
and  which  is  written  off  in  the  year  in  which  it  is 
deducted. 

Mr.  Phleger :  Now  may  it  please  the  Court,  that 
is  a  legal  answer,    He  is  quoting  the  law. 

Mr.  Adams:    He  is  stating  his  understanding. 

Mr.  Phleger:  We  don't  agree  that  the  law  justi- 
fies this  deduction. 

Mr.  Adams:  Well,  your  Honor,  we  shall  never 
contend 

The  Court:  That  is  the  reason  he  put  in  this 
tabulation.  That  is  the  effect  of  the  testimony.  I 
will  allow  it  for  that  purpose.  That  doesn't  prove 
that  it  is  a  proper  deduction. 


t 
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Mr.  Adams:     Surely. 

The  Court:  It  merely  indicates  the  reason  on 
the  part  of  the  man  who  made  the  tabulation  for 
including  it. 

Mr.  Adams :  We  shall  always  contend  the  witness 
is  an  excellent  tax  accountant,  but  any  question  of 
law  is  for  the  Court. 

Q.  Now,  Mr.  Cockburn,  upon  what  hypotheses 
or  assumptions  did  you  include  this  particular  de- 
duction in  the  computations  in  Defendants'  Ex- 
hibit 41? 

A.  Upon  the  assumption,  first,  that  it  was  worth 
only  10  per  cent  of  face  on  December  31,  1943; 
secondly,  that  it  had  been  written  down  by  a  90 
per  cent  amount  in  the  accounts  for  that  year; 
and,  thirdly,  that  no  deduction  had  been  claimed 
for  this  amount  in  prior  years,  and  allowed. 

Q.    And  did  you  also  assume,  as  I  think  you 
stated  in  your   [1430]   schedule,  that  the  railroad; 
company  filed  a  separate  return  for  that  year  ? 

A.  The  railroad  company  was  included  in  a' 
consolidated  return  for  the  year  1943. 

Q.  Yes.  I  am  asking  you  upon  what  assump- 
tions you  included  this  deduction  in  your  computa- 
tions.   That  is  No.  41  for  Identification. 

The  Court:  He  has  already  said  that  this  is  a 
schedule  that  refers  to  the  filing  of  a  separate  re- 
turn for  these  years  by  the  committee.  What  this 
amounts  to  is  if  it  is  a  good  deduction,  why,  then, 
it  could  be  taken.     That  is  all. 
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Mr.  Adams:     Yes,  your  Honor. 

The  Court :    And  that  if  it  were  taken,  this  Awuld 
be  the  result  of  the  calculation. 

Mr.  Adams:    I  perhaps  could  just  get  one  ques- 
:  tion  on  this,  and  finish  with  this  particular  exhibit. 

The  Court:     Very  well. 

Q.  (By  Mr.  Adams) :  In  your  opinion,  Mr. 
I  Cockburn,  do  the  computations  you  have  made  on 
1  Defendants'  Exhibit  41  for  Identification  state  cor- 
( rectly  the  tax  Hability  of  the  Western  Pacific  Rail- 
I  road  Company  for  Federal  income  and  excess  profits 
taxes  for  the  years  1942  and  1943,  and  the  first 
I  four  months  of  1944,  on  the  basis  of  the  assumptions 
I  that  are  described  in  the  computation,  and  to  which 
I  you  referred  in  your  testimony  ? 

A.     They  do.  [1^31] 

Mr.  Phleger:  Well,  just  a  moment.  I  will  object 
to  that.  He  stated  what  he  did.  Now,  some  of  the 
,1  assumptions  are  on  this  document.  There  are  some 
|i  other  assumptions  that  are  in  his  testimony,  and  I 
i  am  sure  we  are  going  to  find  there  are  a  lot  of  other 
I  assumptions.  I  think  this  should  rest,  that  this  is 
I  a  computation  made  on  the  basis  that  he  has  testi- 
ified  to,  and  that  the  accuracy  of  the  figures  on  that 
j  basis,  that  he  believes  the  figures  are  accurate  on 
I  that  basis,  not  that  the  tax  liability  is  as  shown. 
j  Mr.  Clark:  The  question  calls  for  his  testimony 
'that  this  is  a  correct  tax  liability  upon  this. 

Mr.  Adams :    Oh,  on  the  basis  of  the  assumptions 
'hat  were  included  in  my  question,  your  Honor,  it 
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is  a  computation  of  tax  liability  on  the  basis  of  the 

various  assumptions  that  are  indicated. 

The  Court:  I  don't  see  any  objection  to  that.  I 
will  overrule  the  objection. 

Mr.  Adams :  And  I  will  offer  the  document,  then, 
now,  as  Defendants'  Exhibit  41. 

Mr.  Phleger:     Well,  now,  I 

Mr.  Adams:     Subject  to  being  connected  up. 

Mr.  Phleger:  I  don't  think  the  foundation  has 
been  laid  at  all  for  these  assumptions. 

The  Court:  Well,  I  think  all  this  amounts  to 
is  that  having  these,  without  any  question  as  to  the 
validity  of  the  [1432]  various  deductions  that  are 
taken,  that  if  they  were  taken,  the  calculations 
would  be  as  stated  in  this. 

Mr.  Phleger:    Well,  that  is  all  right. 

The  Court:  Well,  that  is  the  way  I  understand 
the  testimony. 

Mr.  Clark:     Or  if  they  could  be  taken. 

Mr.  Phleger :  In  other  words,  if  they  could  have 
been  taken  upon  the  basis  stated,  that  this  is  the 
tax  that  he  figures  out  would  have  been  paid. 

The  Court :  Well,  I  think  that  is  what  Mr.  Adams 
had  in  mind. 

Mr.  Adams:  That  is  right,  your  Honor,  and  I 
understand  further  that  it  will  be  obligatory  on  my 
part  to  connect  up,  by  another  witness,  the  cut-back 
and  refund  figures  that  are  shown  here  on  this 
exhibit. 

Q.  It  is  a  fact,  is  it  not,  Mr.  Cockburn,  that  the 
fio-ure  for  the  Sacramento  Northern  Railway  notes 
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and  advances  is  90  per  cent  of  the  amount  of  these 
notes  and  advances  as  of  the  end  of  the  year  1943? 
A.     That  is  correct. 

(Defendants'   Exhibit   41   for   Identification 
was  received  in  evidence.) 

Mr.  Adams:  I  have  no  further  questions  this 
afternoon,  your  Honor.  If  it  is  an  appropriate 
time  to  recess  *? 

Mr.  Phleger:  Before  adjournment,  do  I  under- 
stand, Mr.  [1433]  Adams,  that  this  witness  will 
have  the  figure  as  to  what  the  computation  would 
be  without  the  deductions  down  below? 

Mr.  Adams:  I  don't  think  so.  I  think  you  can 
get  it  easily  from  Mr.  Buchanan.  I  think  this  wit- 
ness will  be  very  busy,  but  we  will  do  the  best  we 
can.     But  why  don't  you  try  Mr.  Buchanan? 

Mr.  Phleger :  Well,  after  all,  these  are  his  figures 
(indicating). 

Mr.  Adams :  No,  you  were  asking  for  a  compari- 
son with  Mr.  Buchanan's  figures. 

Mr.  Phleger:  I  am  not  asking  for  a  comparison, 
I  am  asking  what  figures  this  witness  would  show 
without  the  deductions. 

The  Court:     Can  you  figure  that? 

The  Witness:    No,  we  have  not  figured  that. 

The  Court:  You  didn't  make  any  calculation 
leaving  out  these  items  of  amortization  and  cut- 
backs for  the  Sacramento  Northern?  That  is,  you 
didn't  make  any  calculation  leaving  out  those  figures 
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as  to  what  the  tax  would  be  if  a  separate  return  was 

filed?    Or  did  you? 

The  Witness :  We  have  made  quite  a  number  of 
computations,  your  Honor,  and  I  couldn't  be  too 
certain.  I  don't  think  we  have.  That  takes  a  little 
while;  it  would  be  a  different  set  of  computations, 
and  a  different  net  operating  loss  carry-over,  ex- 
cess profit  credits  and  other  elements  entering  into 
the  computations.  They  are  very  involved  compu- 
tations. [1434] 

The  Court :    That  may  be  so. 

Mr.  Phleger:  Then  there  will  be  no  estimate  on 
this  basis  if  these  assumptions  are  not  correct  or 
any  of  them.  [1435] 


JAMES  L.  COCKBURN,  JR. 

resumed. 

Direct  Examination 
(Continued) 
By  Mr.  Adams : 

Q.  Mr.  Cockburn,  since  yesterday's  session  have  ' 
you  made  a  rough  computation  of  the  amount  of  tax  i 
liability  which  the  Western  Pacific  Railroad  Com- 
pany would  have  incurred  on  the  various  assump- 
tions contained  in  Defendants'  Exhibit  No.  41,  ex- 
clusive of  the  deductions  that  are  described  in  note 
1  to  that  schedule?  A.     I  have. 

Q.     What  is  the  amount  ? 

A.     Approximately  $14,800,000. 

Q.     I  would  like  to   call  your  attention  to  the 
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computation  described  as  Basis  2  in  Plaintiff's  Ex- 
hibit No.  80.    Do  you  have  a  copy  of  it  ? 

A.     I  have. 

Q.  That  computation  shows  a  total  tax  liability 
of  approximately  $15,572,000  for  the  Western  Pa- 
cific Railroad  Company  for  the  same  period  on  the 
assumptions  stated  in  that  document? 

A.     That  is  correct.  [1437] 

Q.  I  direct  your  attention  to  the  fact  that  the 
difference  between  that  figure  and  the  one  you  have 
just  given  is  about  $771,000,  and  I  will  ask  you  if 
you  will  tell  the  Court  briefly  the  principal  factors 
accounting  for  that  difference. 

A.  The  principal  factors  are  the  deductions 
claimed  by  us  in  our  computations  for  interest  on 
intei'-company  holdings  of  indebtedness,  the  re- 
positioning of  the  Deep  Creek  loss  from  1940  to 
1939,  the  elimination  as  a  deduction  in  1940  of  reor- 
ganization expenses,  the  changes  required  in  the 
computation  of  the  net  operating  loss,  and  reversing 
excess  profits  credit  carry-overs,  result  in  a  differ- 
ence in  our  bases ;  and  also  other  minor  inaccuracies 
which  are  not  material  to  the  computations  and 
which  can  probably  be  corrected. 

Mr.  Adams:  At  this  time,  your  Honor,  I  offer 
for  identification  a  schedule  dated  February  16, 
1949,  marked  C,  consisting  of  one  page  entitled 
"Western  Pacific  Railroad  Company  Federal  In- 
come and  Excess,  Profits  Taxes  for  Years  1942  and 
1943  and  the  First  Four  Months  of  1944,"  on  the 
basis  of  assuming  that  the  Western  Pacific  Railroad 
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Company  had  filed  separate  returns  and  had  the 
benefit  of  its  own  net  operating  loss  carry-overs 
and  excess  profit  carry-overs,  computed  as  though 
it  had  filed  separate  returns  in  prior  years,  and  the 
additional  deductions  from  income  as  shown  in  the 
note  below.  I 

."S 

I  believe  that  will  be  43  for  Identification. 

(The  document  referred  to  was  marked  De- 
fendants' Exhibit  43  [1438]  for  Identification.) 

Mr.  Adams :  May  I  ask  that  a  copy  be  handed  up 
to  his  Honor.  ^ 

Q.  Mr.  Cockburn,  do  you  have  a  copy  of  that 
schedule  C  in  your  hands'?  A.     I  do. 

Q.  You  also  have  a  copy  in  your  hands  of  Sched- 
ule D,  which  is  now  Defendants'  Exhibit  41'? 

A.     I  do. 

Q.  Will  you  please  explain  to  the  Court  the 
difference  between  Schedule  D  introduced  yester- 
day as  Defendants'  Exhibit  41  and  this  Schedule 
C,  which  you  have  in  your  hands. 

A.  The  computations  in  Schedule  C  are  based 
on  exactly  the  same  figures  as  used  in  Schedule  D,  |' 
with  the  exception  of  the  amount  deducted  for 
United  States  Government  freight  cut-backs  and 
refunds.  Those  in  Schedule  D  were  on  the  basis  of 
a  total  of  approximately  $3,000,000  for  the  period 
1942  to  1946,  and  on  Schedule  C  on  the  basis  of 
$3,000,000. 

Mr.  Adams:    Will  you  read  the  answer? 
(Answer  read.) 
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The  Witness :  I  wish  to  correct  that  answer.  The 
computations  in  Schedule  D  were  on  the  basis  of 
$2,000,000  for  the  period  for  United  States  Govern- 
ment freight  cut-backs  and  refunds,  and  the  compu- 
tations in  Schedule  C  are  on  the  basis  of  $3,000,000 
for  the  same  deductions.  [1439] 

Q.  (By  Mr.  Adams) :  That  is  the  only  differ- 
ence between  Schedule  D,  which  is  Exhibit  41,  and 
this  Schedule  C  in  your  hands? 

A.     That  is  correct. 

The  Court:     That  is  about  $370,000? 

The  Witness:     That  is  correct,  your  Honor. 

Q.  (By  Mr.  Adams) :  And  so  that  your  testi- 
mony yesterday,  stating  the  bases,  and  assumptions 
on  which  you  prepared  Schedule  D  would  apply 
likewise  to  this  schedule  with  that  one  difference? 

A.    Yes,  it  would. 

Mr.  Adams:  I  will  offer  the  schedule  previously 
marked  43  for  Identification  as  Defendants'  Ex- 
hibit 43. 

Mr.  Phleger:  I  object  to  the  receipt  upon  the 
ground  that  it  is  incompetent,  irrelevant  and  imma- 
terial and  also  upon  the  basis  that  the  assumptions 
shown  to  have  been  made  with  respect  to  this  item 
are  contrary  to  the  evidence  in  the  record. 

The  Court:  Well,  I  admitted  the  other  exhibit 
merely  as  a  computation,  not  as  proof  of  the  validity 
of  any  of  the  deductions  claimed  therein — but  only 
as  a  computation  assuming  the  validity  of  the  de- 
ductions, that  the  tax  would  be  so  much. 
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Mr.  Phleger :  Yes.  I  think  that  the  assumptions, 
or  some  of  the  assumptions,  are  contrary  to  the 
evidence  in  the  record.  If  I  can  simply  have  my 
objection  noted,  I  have  no 

The  Court:  Well,  I  take  it,  Mr.  Phleger,  that 
Mr.  Adams  is  perhaps  putting  this  on,  shall  we 
say,  a  little  bit  out  of  [1440]  order,  as  he  may  be 
intending  to  put  in  some  other  kind  of  evidence 
to  sustain  the  validity  of  these  deductions  which 
are  asserted  in  this  return,  or  to  make  some  legal 
showing  on  that. 

Mr.  Adams:     I  would  like  to  respond  to  your 
Honor  on  that.    With  regard  to  the  deductions  for 
accelerated  amortization,  we  consider  they  have  been 
proved.    With  regard  to  the  deduction  for  partial 
bad  debt  loss  on  the  Sacramento  Northern  Railway 
notes  and  advances,  we  consider  we  have  offered 
all  of  the  proof,  and  our  own  proof  is  that  that 
deduction  is  based  upon  the  hypothesis   that   the 
partial  loss  was  written  into  the   books   in   1943, 
which  it  was  not,  in  fact.     So  that  this  is  a  hypo-* 
thetical  approach  on  a  separate  tax  return  basis.j 
With    regard    to    the    United    States    Governmeni 
freight  cut-backs  and  refunds,  the  third  item  oi 
deduction  in  this  computation,  I  stated  yesterday 
to  your  Honor  that  I  would  have  to  connect  up  th( 
$2,000,000  figure,  Mr.  Elsey  having  spoken  about 
that  as  the  actual  figure,  but  having  gotten  his  in- 
formation from  his  auditing  department.    So  I  will 
have   the   witness   here   to   testify   to   that    actual 
$2,000,000  figure. 
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Now,  this  Exhibit  C  carries  that  deduction  on 
the  $3,000,000  basis.  Mr.  Elsey  testified  to  an  esti- 
mate of  an  additional  million  dollars,  and  that  is 
just  why  this  is  $3,000,000  in  this  schedule  whereas 
it  was  $2,000,000  in  the  other  schedule. 

Mr.  Phleger:  But  Mr.  Elsey  also  testified  that 
he  was  [1441]  unable  to  allocate  those  statements 
to  any  year. 

The  Court:  Well,  of  course,  now  we  are  getting 
into  an  argument  as  to  the  effect  of  the  testimony 
with  respect  to  these  items.  I  see  no  harm  in, 
subject  to  the  limitations  stated,  allowing  the  com- 
putations in;  so  that  if  it  appears  that  there  is 
validity  to  the  deductions,  the  Court  will  have  before 
it  a  calculation  showing  the  amounts  involved.  If 
it  appears  that  there  isn't  validity  to  these  deduc- 
tions, then  the  schedules  will  be  of  no  importance 
in  the  matter. 

Mr.  Clark:  Well,  may  it  be  understood,  your 
Honor,  that  they  are  admitted  subject  to  motions 
to  strike  in  the  event  they  are  not  connected  up'? 
•  The  Court:  I  think  perhaps  that  might  be  the 
best  way  of  handling  it,  so  with  the  statement  that 
the  Court  has  made,  that  these  tw^o  exhibits — has  41 
been  admitted  here'? 

Mr.  Adams:     Yes,  your  Honor. 

The  Court:  So  that  43  may  be  admitted  on  the 
same  basis  as  41  was  admitted,  plus  the  conditions 
that  the  Court  has  just  included  in  admitting  the 
statement  in  evidence. 
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(Defendants'   Exhibit   43   for   Identification 
was  received  in  evidence.) 

Mr.  Adams:  I  take  it  the  same  understanding 
should  apply  to  Plaintiff's  80,  the  computation  the 
plaintiff  has  introduced? 

Mr.  Phleger:  Oh,  not  at  all.  They  were  mathe- 
matical computations  from  the  income  taxes.  [1442] 

Mr.  Adams :  I  am  not  arguing  how  good  or  bad 
they  were,  merely  if  there  is  to  be  an  open  proposi- 
tion about  a  motion  to  strike  as  to  our  computations, 
we  should,  by  parallel  reasoning,  have  the  same 
right. 

The  Court:  Well,  of  course,  on  the  face  of  the 
case  it  would  involve  the  amount  of  taxes,  both 
sides  can  argue  as  to  the  effectiveness  of  their  com- 
putations with  respect  to  taxes.  I  don't  think  we 
need  to  make  any  particular  rulings  on  that  at  this 
time. 

Mr.  Adams:     No.     I  just  asked  for  parity  of 

treatment. 

The  Court :  It  is  very  obvious  what  these  sched- 
ules are  for.  One  side  says,  "Now,  if  we  win  the 
case  we  have  to  show  what  the  saving  of  income  tax 
was.  This  is  our  calculation  of  what  it  was.  It  is 
based  on  certain  factors."  The  other  side  says, 
"Well,  even  if  you  do  win  the  case,  it  isn't  as 
much  as  you  say,  because  these  other  factors  ha^ 
to  be  taken  into  account." 

Now,  that  is  one  of  the  issuer  the  Court  will  ha 
to  determine,  and  the  schedules  merely  assist  the 
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Court  in  fixing  the  amounts,  depending  upon  which 
respective  contention  is  established.  That  is  all. 
Now,  I  think  with  what  we  have  said,  we  under- 
stand one  another,  and  each  side's  rights  are  pro- 
tected in  the  record. 

Mr.  Adams :    Now,  if  your  Honor  please,  I  offer 
for  identification  the  single   schedule  sheet  dated 
February  16,  1949,  [1443]  marked  B,  entitled  "The 
Western  Pacific  Railroad  Company  Federal  Income 
Taxes  for  1942  and  1943  and  the  Fii^t  Four  Months 
of  1944,  on  the  Basis  of  Assuming  That  the  Western 
Pacific  Railroad  Company  Had  Filed  Separate  Re- 
turns and  Had  the  Benefit  of  Its  Own  Net  Operat- 
ing  Loss    Carry-overs   and   Excess   Profits    Credit 
Carry-overs   Computed  as   Though   It  Had   Filed 
Separate  Returns  in  Prior  Years,  and  the  Addi- 
tional Deductions  from  Income  as  Shown  in  the 
Note  Below,"  and  I  will  ask  that  a  copy  be  handed 
up  to  his  Honor. 

(Copy  of  document  handed  to  Court.) 

(The  document  referred  to  was  marked  De- 
fendants'  Exhibit   44   for   Identification.) 

Q.     (By  Mr.  Adams):     Mr.   Cockburn,   do  you 
have  a  copy  of  the  schedule  B,  now  marked  Defend- 
, ant's  44  for  Identification,  in  your  hands? 
I    A.     Yes. 

^  Q.  Now,  in  this  Defendants'  44  for  Identifica- 
,tion,  at  what  figure  is  the  deduction  for  United 
;  States  Government  freight  cut-backs  and  refunds 
l^aken?  A.     $2,000,000. 
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Q.  And  then  what  difference  is  there  between 
Defendants'  44  for  Identification  and  Defendants' 
41,  the  schedule  introduced  yesterday,  in  which  the 
cut-backs  were  taken  at  the  same  figure? 

A.     You  refer  to  Schedule  D  'I  [1444] 

Q.    Yes. 

A.  The  difference  between  those  two  schedules 
is  that  in  Schedule  B,  identified  as  B,  we  have  de- 
ducted United  States  Government  reparations  as 
claims  in  the  amounts  indicated,  and  in  the  years 
indicated,  based  on  total  reparations  claims  of; 
$12,000,000. 

Q.  Now,  the  figures  you  have  there  on  that  mat- 1 
ter  are  stated  under  the  years  1942,  1943  and  1944.. 
Can  you  explain  what  relation  those  figures  bears 
to  the  $12,000,000  figure  which  you  assumed  on  ac-j 
count  of  the  reparations  claims'?  j 

A.  We  went  to  the  company's  office,  and  fromj 
certain  records  there  obtained  totals  of  the  Western 
Pacific  Eailroad  Company's  United  States  Gov- 
ernment freight  for  the  years  1942  to  1946,  inclusive;' 
And  we  assumed  that  the  $12,000,000  should  be  pro- 
rated over  the  years  in  proportion  to  the  am^ounts 
of  United  States  Government  freight  in  the  years 
1942  to  1946. 

Q.     And  I  take  it  you  yourself  do  not  take  anjjj 
responsibility  for  the  $12,000,000  figure  which  waj| 
supplied  to  you  as  an  assumed  figure  over  the  whole 
period  for  the  amount  of  reparations? 

A.     That  is  correct. 

Q.     And  this,  then,  is  a  computation,  this  Schedj 
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ule  B,  Defendants'  44  for  Identification,  which  in- 
volves in  addition  to  the  hypotheses  and  assump- 
tions on  which  41  is  based,  the  further  assumption 
that  deductions  may  be  taken  for  reparations 
claims,  and  that  such  deductions  would  apply  to 
the  tax  years  in  [1445]  question;  you  have  both  of 
those  assumptions,  do  you  not,  in  respect  of  the 
deduction  for  the  reparations  claims  in  this  sched- 
ule? A.     That  is  correct. 

Mr.  Adams:  I  offer  the  document,  your  Honor, 
.  as  Defendants'  Exhibit  44,  and  not  as  in  any  wise 
proof  of  the  validity  of  that  last  deduction,  but  as 
the  computation  which  will  be  made,  assuming  that 
any  figure  can  be  made  for  the  amount  of  repara- 
tions claims.  We  know,  of  course,  that  at  present 
that  litigation  between  the  Government  and  the 
carriers  has  not  proceeded  to  a  point  upon  which 
any  definite  figure  can  be  ascertained. 

Mr.  Phleger:    May  it  please  the  Court,  I  object 
to  the  admission  of  this  proposed  exhibit  upon  the 
ground   it   is    irrelevant,    incompetent,    immaterial 
[and  no  foundation  has  been  laid  for  it.     We  had 
Ian  extensive   discussion,   as  you  will  recall,  upon 
|this  matter  and  on  our  objection  to  the  admission 
of  this  evidence,  which  was  sustained. 
Mr.  Clark:     Same  objection. 
Mr.  Phleger:     That  is,  claims  predicated  upon 
'ailroad  reparations. 

The  Court:     I  think  counsel  is  entitled  to  have 
n  the  record  a  calculation  that  would  show  what 
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the  situation  would  be  if  the  evidence  were  proper. 
I  see  no  objection  to  allowing  it  merely  as  a  calcula- 
tion.   It  is  not  offered  in  proof  of  [1446]  any  of  the 

facts  stated. 

Mr.  Phleger:  Your  Honor,  in  the  course  of  the 
argument  it  was  demonstrated  that  this  is  a  repara- 
tion matter  pending  before  the  Interstate  Com- 
merce Commission,  which  all  the  railroads  resist 
as  being  absolutely  unfounded.  It  not  only  in- 
volves validity  of  claims,  but  it  involves  the  amount 
of  claims  and  it  involves  the  assumptions  that  are 
made  as  to  the  spreading  of  the  claims. 

The  Court:  Mr.  Phleger,  I  understand  all  of 
that,  but  counsel  on  the  other  side  seems  to  think 
he  should  have  a  calculation  in  the  record.  It  does 
not  prove  anything,  and  if  there  is  no  validity  to 
the  deduction,  then  the  calculation  does  not  mean  : 
anything.  I  see  no  harm  in  allowing  it  as  a  calcula-i 
tion  subject  to  those  conditions. 

Mr.  Clark:     And  subject  to  a  motion  to  strike. 
The  Court:     Subject  to  a  motion  to  strike. 

(Defendants'  Exhibit  44  for  Identification 
was  received  in  evidence.) 
Q.  (By  Mr.  Adams) :  Mr.  Cockburn,  I  ask  you 
to  turn  for  a  moment  to  Defendants'  Exhibit  43. 
the  schedule  marked  C,  and  referring  to  the  amounts 
shown  there  on  Defendants'  43  for  the  freight  cut- 
backs and  refunds,  please  state  what  procedure  yor 
followed  in  calculating  and  computing  those 
amounts  for  each  of  those  years. 
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A.  The  United  States  Government  freight  cut- 
backs and  refunds  [1447]  on  Schedule  C  are  based 
on  figures  obtained  from  the  general  auditor's  office 
and  rounded  out  to  the  nearest  $10,000. 

Q.     Referring  to  the  fact  that  on  Schedule  D, 

Defendants'  41,  the  figures  for  the  same  deduction 

i  are  in  each  case  lower,  and  in  that  Schedule  41 

!  aggregate   approximately  $2,000,000— do   you   bear 

1  that  in  mind  ?  A.     Yes. 

Q.  Is  that  correct? 
i  A.  I  probably  should  explain  that  on  Schedule 
jl  C  the  figures  are  based  on  the  figures  obtained  from 
!  the  general  auditor's  office  increased  by  50  per  cent. 
Q.  In  other  words,  the  method  by  which  you  got 
your  cut-backs  and  refund  figures  in  Defendants' 
143,  marked  C,  was  to  increase  roughly  by  50  per 
I  cent  the  figures  that  are  shown  for  the  same  deduc- 
ition  in  41  marked  D? 
A.     That  is  correct. 

Mr.  Adams:  If  your  Honor  please,  I  ofPer  for 
Identification  as  Defendants'  45  a  schedule  marked 
jA,  dated  February  16,  1949,  consisting  of  one  page 
I'md  containing  a  title  similar  to  the  title  of  the 
papers  previously  offered,  that  is,  the  Exhibits  41, 
jt3  and  44.    I  hand  up  a  copy  to  the  Court. 

(The  document  referred  to  was  marked  De- 
I       fendants'  Exhibit  45  for  Identification.) 

Q.  (By  Mr.  Adams)  :  Mr.  Cockburn,  referring 
iO  this  schedule  marked  A,  February  16,  1949,  De- 
jendants'   45    for   Identification,    [1448]    will    you 
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please  state  to  the  Court  what  difference  there  is 
between  that  schedule  and  the  schedule  marked  B, 
Defendant's  44? 

A.  The  only  difference  between  those  two  sched- 
ules is  that  in  Schedule  A  the  United  States  Gov- 
ernment freight  cut-backs  and  refunds  are  based 
on  a  $3,000,000  figure,  whereas  in  Schedule  B  they 
are  on  a  $2,000,000  figure. 

Q.  And  otherwise  the  Schedule  A  is  based  on 
the  same  assumptions  and  hypotheses  on  which  the 
Schedule  B,  Defendants'  44,  was  based? 

A.     That  is  correct. 

Mr.  Adams:  I  will  offer  the  exhibit  now  marked 
Defendants'  Exhibit  45  for  Identification  as  De-j 
fendants'  Exhibit  45.  It  does  contain  figures  inj 
addition  for  the  reparations  claim,  as  your  Honor 
will  note,  and  the  statement,  of  course,  that  I  just 
made  applies  with  respect  to  that  matter. 

Mr.  Phleger:  May  I  note  the  same  objection  and 
reserve  a  motion  to  strike? 

The  Court:  The  exhibit  will  be  admitted  sub-j 
ject  to  the  same  objection,  under  the  same  condij 
tions,  and  subject  to  the  same  motion  to  strike.      | 

(Defendants'   Exhibit   45   for   Identificatior 
was  received  in  evidence.) 

Mr.  Adams:  If  your  Honor  please,  I  offer  asj 
Defendants'  Exhibit  46,  and  hand  up  a  copy  td 
the  Court,  for  identification,  [1449]  a  single  shee 
entitled  "Western  Pacific  Railroad  Corporatioi 
Federal  Income  Taxe^  for  the  Years  1922  to  1944 
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Inclusive,  on  the  Basis  of  Assmning  That  the  West- 
ern Pacific  Railroad  Corporation  Had  Filed  Sepa- 
rate Returns  and  Comparison  Thereof  With  Taxes 
.  Allocated  to  That  Company  on  the  Basis  of  Con- 
|i  solidated  Returns  Filed  Dated  January  14,  1949." 

(The  document  referred  to  was  marked  De- 
fendants' Exhibit  46  for  Identification.) 

Q.     (By  Mr.  Adams):     Mr.   Cockburn,   do  you 
have  a  copy  of  that  schedule,  Defendants'  46  for 
|i  Identification,  in  your  hands  ?  A.     I  do. 

I     Q.     Now,   have   you   computed   the   taxes   which 
I  the  Western  Pacific  Railroad  Corporation  would 
|ihave  paid  during  the  period  1918  to  1944  if  it  had 
! filed  separate  returns  whenever  permissible? 
I     A.     I  have. 

Q.  And  I  have  handed  you  this  document,  De- 
ifendants  Exhibit  46  for  Identification.  Did  you 
find  that  the  corporation  w^ould  have  paid  $593,- 
|976.33  more  on  a  separate  return  basis  than  it 
pctually  did  pay  during  the  period  on  a  consolidated 
'^eturn  basis'?  A.     I  did. 

Q.    And  that  i^  the  figure  appearing  at  the  bot- 
tom of  the  last  column  of  this  tabulation,  Defend- 
ants' 46  for  Identification?  A.     Yes. 
Q.    You  believe  that  the  tabulation  is  correct? 
A.    I  do. 

Mr.  Adams:     I   will   offer  the   document,  your 
lonor,  as  Defendants'  Exhibit  46. 
Mr.  Phleger:    I  wish  to  object  to  its  receipt  upon 
le  ground  it  is  incompetent,  irrelevant  and  imma- 
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terial,  just  like  all  of  the  other  previous  records. 

The  Court:  It  goes  to  the  weight  of  that  phase 
of  the  testimony  that  coimsel  is  offering.  I  will 
overrule  the  objection. 

(Defendants'   Exhibit   46   for  Identification 
was  received  in  evidence.) 

Mr.  Adams:  I  offer  as  Defendants'  47  for  Iden- 
tification a  single  sheet  schedule  dated  February 
15,  1949,  entitled  ''Western  Pacific  Railroad  Com- 
pany Federal  Income  Taxes  for  the  Years  1922  to 
1941,  Inclusive,  on  the  Basis  of  Assuming  That  the 
Western  Pacific  Railroad  Company  Had  Filed 
Separate  Tax  Returns  and  Comparison  Thereof 
With  Taxes  Allocated  to  that  Company  on  the 
Basis  of  Consolidated  Returns  FHed,"  and  ask  that 
this  be  marked  Defendant's  47  for  Identification, 
and  I  would  ask  that  a  copy  be  handed  up  to  his 

Honor. 

(The  document  referred  to  was  marked  De- 
fendants' Exhibit  47  for  Identification.) 

Mr.  Phleger:     Have  you  copies  of  that? 
Mr.  Adams :    Yes.    I  gave  them  to  you  yesterday. 
Mr.    Clark:     We   do  not  have  a   copy   of  that. 
Mr.    Adams:      Yes;    I    handed   three    copies    to 
counsel  yesterday. 

Mr.   luexj:     We  have   everything   else,   but   not 

that. 

Mr.  Adams:  I  do  not  know  what  happened  to 
them,  because,  of  course,  we  were  handing  all  these 
papers  to  you. 
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Mr.  Phleger:     That  is  all  right.    We  can  get  it 
later. 

Mr.  Adams:     Would  you  like  to  come  and  look 
at  it  as  I  talk  about  it? 

Mr.  Phleger:    We  are  going  to  object  to  it  any- 
how. 

Q.  (By  Mr.  Adams) :  Mr.  Cockburn,  have  you 
computed  the  taxes  which  the  Western  Pacific  Com- 
pany would  have  paid  during  the  period  1922  to 
1941,  inclusive,  if  it  had  filed  separate  returns 
whenever  permissible  during  that  period? 
A.  I  have. 
jp  Q.  Did  you  find  that  the  Western  Pacific  Rail- 
road Company  would  have  paid  during  that  period 
$408,869.51  more  on  a  separate  return  basis  than 
it  actually  did  pay  during  this  period  on  a  consoli- 
dated return  basis?  A.     I  did. 

Q.     That  is  the  figure  appearing  in  this  tabula- 
tion at  the  bottom  of  the  colmnn? 
A.     That  is  correct. 

Q.     You  believe  it  is  correct?  A.     I  do. 

Mr.  Adams:  I  will  offer  this  docmnent  as  De- 
I  fendants'  47,  and  as  your  Honor  will  see,  we  are 
I  really  proving  a  converse  [1452]  here  for  the  benefit 
I  of  our  adversaries. 

;      The  Court:     You  are  showing  the  advantage  of 
I  a  consolidated  return. 

!      Mr.  Adams:     Both  ways,  and  the  net  advantage 
to  the  plaintiff  corporation. 

Mr.  Phleger:     We  say  there  is  only  one  advan- 
tage to  the  consolidated  return  and  that  is  to  the 


1554        Western  Pacific  B.R.  Corp.,  et  ah,  vs. 

(Testimony  of  James  L.  Cockburn,  Jr.) 
parent  corporation.     May  I  note  the  same  objec- 
tion^ 

The  Court:  Yes.  The  exhibit  will  be  admitted 
under  the  same  conditions. 

Mr.  Adams:  I  take  it  the  plainti:^  cannot  have 
47  without  having  46.  The  two  things  are  cor- 
relative, one  with  the  other. 

(Defendants'   Exhibit   47   for  Identification 
was  received  in  evidence.) 

Q.  (By  Mr.  Adams) :  Mr.  Cockburn,  have  you 
examined  Plaintiff's  Exhibit  80  in  this  ease,  con- 
sisting of  computations  of  income  taxes  for  the 
plaintiff  corporation  and  its  affiliates  on  three 
separate  bases  for  the  years  1942,  1943,  and  the 
first  four  months  of  1944? 

A.     Do  you  refer  there  to  Basis  1  ? 

Q.  I  referred  to  all  three  bases,  and  asked  you 
if  you  had  examined  Plaintiff's  Exhibit  80,  which 
consists  of  all  three  bases?  A.     I  have.  [1453] 

Q.     Do  you  have  a  copy  of  it  in  your  hands  ? 

A.    I  have.  ! 

Q.  Would  you  look,  please,  at  the  first  page  of 
Plaintiff's  Exhibit  80,  in  which  is  set  forth  the  so- 
called  Basis  1.  Have  you  made  an  effort  to  check 
Basis  1?  A.    Yes. 

Q.  Do  you  agree  that  Basis  1  is  a  correct  state- 
ment of  what  the  tax  liability  of  these  companies 
would  have  been  if  they  had  filed  separate  returns 
for  the  period  indicated,  using  data  actually  showK 
on  the  consolidated  return  without  any  change  oi 
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adjustment?  A.     No,  I  do  not. 

Q.  In  what  respect  do  you  think  that  these  com- 
putations on  that  assumption  or  hypotliesis  are 
incorrect  ? 

A.  These  computations  fail  to  claim  a  deduction 
for  intercompany  interest.  The  net  operating  loss 
carryovers  are  not  included;  excess  profits 

The  Court:  This  schedule  is  without  the  carry- 
overs. There  is  a  separate  schedule  in  it  that  covers 
that. 

Mr.  Adams :  That  is  right,  your  Honor.  I  take 
it  the  witness  is  commenting  on  certain  matters 
that  he  thinks  would  necessarily  be  taken  into  con- 
sideration merely  from  taking  the  figures  off  the 
returns. 

The  Court:  That  is  going  to  be  confusing  now, 
because  there  is  a  separate  schedule  on  it.  [1454] 

Q.  (By  Mr.  Adams):  Mr.  Cockburn,  leaving 
out  any  reference  to  net  operating  loss  carryovers 
and  any  reference  to  unused  excess  profits  credit 
carryovers,  you  have  stated,  as  I  understand  it, 
that  the  computations  are  incorrect  in  that  the 
mtercompany  interest  deductions  were  not  restoi'ed. 

A.     That  is  correct. 

Q.  Is  there  any  other  correction,  if  you  leave 
out  those  carryovers  that  I  have  mentioned,  that 
you  think  should  be  made  in  the  figures  shown  on 
the  returns  to  correct  the  figures  shown  on  Basis  1  ? 
^  A.  Net  operating  loss  carrybacks  within  the  pe- 
riod were  not  deducted. 

Q.     If  the  figures  were  corrected  so  as  to  take 
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proper  account  of  the  two  factors  that  you  have 
mentioned,  your  restoration  of  the  deductions  and 
the  allowance  for  carryback  of  net  operating  losses, 
do  you  believe  that  the  figures  would  then  show  the 
amount  of  tax  which  those  companies  would  have 
been  required  to  pay  for  this  period  if  they  had 
filed  separate  instead  of  consoUdated  returns^ 

A.    No. 

Q.     And  why  not? 

Mr.  Phleger:  I  object  to  that.  This  is  merely 
an  argument  of  some  of  the  basic  legal  propositions 
involved  in  the  case.  He  is  not  attacking  the  com- 
putation. He  is  saying  this  is  not  the  way  to  de-j 
termine  what  the  tax  saving  is.  On  the  same  [1455] 
basis  all  of  these  last  exhibits  would  have  been  re-| 
jected,  it  seems  to  me. 

Mr.  Adams:     This  is  a  computation.     It  states 

on  its  face  what  it  is. 

The  Court:  This  computation,  Mr.  Cockburnj 
of  Basis  1  would  be  correct  in  your  opinion,  woul( 
it,  as  a  computation  were  it  not  for  the  fact  thai 
these  interest  payments  that  you  refer  to  were  no^ 
included?  I  am  talking  about  it  now  as  a  comj 
putation.  Forget  about  the  argument  that  you  mak« 
as  to  the  validity  of  the  deductions;  just  as  a  comj 
putation.  The  thing  that  is  wrong  with  it  as  ^_ 
computation  is— what  amount  did  you  come  to  on 
that?     Was  it  about  $300,000  of  interest? 

A.    No. 

Q.     You  mentioned  some  amount. 

Mr.  Adams :    We  gave  a  difference  of 
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The  Witness:     $770,000  approximately. 

Mr.  Adams:    of  approximately  $770,000,  but 

that  was  as  to  Basis  2,  was  it  not,  Mr.  Cockburn? 

The  Witness:     That  is  correct. 

Mr.  Adams:    The  Judge  is  asking  about  Basis  1. 

The  Court:  Now,  what  I  am  trying  to  find  out, 
and  I  think  it  will  shorten  this  matter,  is  that  you 
have  before  you  a  computation  of  one  of  your 
competitors  here. 

The  Witness:     That  is  correct. 

The  Court:  And  all  we  want  to  know,  or  all  I 
want  to  know  at  this  stage  of  the  proceeding  is,  is 
that  a  correct  calculation.  I  take  it  it  would  be 
correct  as  a  calculation,  were  it  not  for  the  failure 
to  include  this  interest  item  that  you  speak  of. 
But  as  a  calculation,  and  irrespective  of  the  validity 
of  the  various  deductions  and  the  right  to  take 
them. 

The  Witness:  There  is  one  element  I  would  like 
to  explain  there,  your  Honor,  before  I  answer  that 
categorically  yes  or  no. 

The  Court :    All  right. 

The  Witness:  The  net  operating  loss  deductions 
— strike  that.  No  adjustment  has  been  claimed 
for  accelerated  amortization,  which  the  company 
might  have  elected  to  take. 

Mr.  Phleger:  Well,  that  is  not  shown  on  the 
returns. 

The  Court:  This  is  a  calculation,  as  I  recall  the 
testimony,  that  was  taken  from  information  on  the 
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consolidated  return.    Now  all  we  want  to  know  is, 
as   a  calculation  of  tlie  information  on  the  con- 
solidated   return,    is    this    a    correct    calculation'? 
Forget  about  whether  the  deductions  are  right. 

Mr.  Adams:  Now  if  your  Honor  please,  may  I 
suggest  that  your  Honor's  question  carries  within 
its  content  some  different [1457] 

The  Court :  Well,  I  will  get  somebody  myself  to 
calculate  it.  It  seems  to  me  that  what  I  am  sug- 
gesting is  a  very  simple  matter. 

Mr.  Adams:    Your  Honor,  I  think  it  is,  if  the 

witness 

The  Court:  And  if  Basis  No.  1  wasn't  calcu- 
lated correctly  from  the  return,  somebody  can  tell 
me  that  without  going  into  the  legal  questions  as 
to  the  validity  of  the  various  deductions  involved. 
That  is  all  it  was  offered  for. 

Mr.  Adams :  That  is  right.  What  I  think  is  im- 
plicit in  the  witness'  mind,  and  of  course  I  don't 
know,  but  I  am  assuming  this,  is  that  when  he  is 
asked  about  the  correctness  of  calculations  he  has 
in  his  mind  that  this  Basis  1  assumes  to  be  some 
kind  of  an  approach  to  what  the  tax  liability  would 
have  been  on  a  hypothesis,  and  so  really  is  dif- 
ferent; that  there  are  various  computations  which, 
in  his  view,  should  have  been  included  in  this  which 
aren't  made  here, 

Q.     That  is  right,  is  it  not,  Mr.  Cockburn? 

A.     That  is  correct. 

Q.     So  that,  to  answer  his  Honor's  question,  you 
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think,  as  far  as  the  arithmetic  goes,  as  far  as  this 
computation  is  concerned,  you  don't  quarrel  with 
the  arithmetic  but  you  point  out  certain  deductions 
you  mention  which  should  be  included,  and  that 
certain  allowance  for  carrj^-backs  were  not  in- 
cluded that  you  would  include  if  you  were  to  make 
a  computation  like  that? 

The  Court:  Well,  of  course  that  is  obvious,  and 
it  was  [1458]  obvious  from  the  testimony  of  Mr. 
Buchanan  that  those  items  were  not  included  in  his 
calculation. 

Mr.  Adams:  And  does  that  answer  your  Honor's 
question  ? 

The  Court:  Am  I  right  about  that,  Mr.  Cock- 
burn  ? 

The  Witness:  The  answer  is  "yes"  to  your  ques- 
tion on  that  basis. 

The  Court:     All  right. 

Mr.  Phleger:  Well,  can't  we  get  a  figure?  I 
don't  want  to  interrupt,  but  can't  we  get  Mr.  Cock- 
burn's  check  of  the  figure  that  appears  on  Basis  1 
of 

The  Court :     He  just  said  it  is  correct. 

Mr.  Phleger:     Oh,  it  is  correct.   Oh. 

The  Court :  Without  it  being  admitted  that  these 
factors  that  he  has  in  mind  were  not  included. 

Mr.  Adams:     But  your  Honor,  we  shall  contend, 
of  course,  that  is  manifestly  incorrect,  because  such 
consideration  should  be  taken  into  account. 
j      The  Court:     Well,  I  don't  deprive  you  of  that 
'right.   I  understand  that. 
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Q.  (By  Mr.  Adams)  :  Now  I  would  like  to  turn 
to  Basis  2,  Mr.  Cockburn,  in  Plaintiff's  Exhibit  80, 
and  then  turn  to  your  schedule,  Defendant's— no, 
not  the  schedule. 

Bearing  in  mind  that  I  asked  you  this  morning  if 
you  had  made  a  computation  of  the  tax  liability 
which  would  have  been  incurred  on  the  various  as- 
sumptions in  our  Exhibit  41,  but  [1459]  excluding 
the  deductions— you  recall  giving  that  testimony  *? 

A.    I  do. 

Q.     And  you  recall  that  your  brief  computation 
of  that  amoimt  came  out  at  about  $14,800,000? 
A.     That  is  correct. 

Q.     And  then 

The  Court:     That  is  about  $900,000  less  than  the 

Basis  2? 

Mr.  Adams :  No,  you  see  the  Basis  2  that  we  are 
comparing  our  figure  with  is  the  one  given  for  the 
Western  Pacific  Railroad  Company,  the  first  one  on 
the  righthand  column. 

Mr.  Phleger:     $772,000. 

Mr.    Adams:     No,    $15,726,000    if    I    read    that 

rightly. 

Mr.  Phleger:     No. 

Mr.  Adams :    I  beg  your  pardon,  $15,572,000. 

Mr.  Phleger:     That  is  correct. 

Mr.  Adams:     Yes. 

Mr.  Phleger :  It  is  the  top  figure,  your  Honor,  op- 
posite the  "Western  Pacific  Railroad  Company," 
$15,572,630,  of  Mr.  Cockburn,  or  I  mean,  of  Mr. 
Buchanan. 
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The  Court:     I  see. 

Mr.  Phleger:  Against  $14,800,000  of  the  wit- 
ness. 

The  Court:  Besides  a  difference  of  about  $700,- 
000. 

The  Witness:     About  $770,000. 

The  Court :  The  difference  between  the  result  of 
Basis  2  and  your  Exhibit  41?  [1460] 

The  Witness :     That  is  correct. 

Q.  (By  Mr.  Adams) :  Now  do  you  believe  that 
Basis  2  makes  proper  allowance  for  the  carry-overs  1 

A.    No,  I  do  not. 

IQ.    Will  you  explain  that,  please  ? 
The  Court:     You  mean  they  haven't  calculated 
the  carry-overs  correctly  in  this  schedule? 
The  Witness:     That  is  correct. 
The  Court:     We  will  take  a  brief  recess  at  this 
time. 

(Eecess.) 

Q.     (By  Mr.  Adams) :     Mr.  Cockburn,  I  wish  you 
would  turn  to  the  third  page  of  Plaintiff's  Exhibit 
80,  Basis  3.    Have  you  examined  that  basis  and 
i  checked  it?  A.     I  have. 

Q.     Do  you  think  that  the  tax  liability  shown  on 

'  Basis  3  are  the  amounts  of  the  taxes  which  would 

I  have  been  payable  on  a  consolidated  return  basis 

i  for  the  years  '42  and  '43  and  the  first  four  months 

of   '44  if  the   stock  loss   of  the   Western   Pacific 

Railroad  Corporation  had  been  disallowed  in  toto  ? 

A.     I  do  not. 

Q.    And  would  you  please  state  what  corrections 
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should  be  made  in  order  to  arrive  at  a  correct  com- 
putation on  that  basis  ? 

A.  I  would  make  adjustments  for  accelerated 
amortization,  United  States  Government  freight 
cut-backs,  and  refunds,  and  United  States  Govern- 
ment reparations  claims.  [1461] 

Mr.  Phleger:  Well,  now  I  object  to  that  re- 
sponse and  move  that  it  go  out. 

The  Court:  I  can't  see  the  point  of  that  an- 
swer at  all. 

Mr.  Adams :  Well,  your  Honor,  the  Basis  3,  ac- 
cording to  its  own  title,  purports  to  be  "Federal 
Income  Taxes  and  Excess  Profits  Taxes  on  Basis  of 
Consolidated  Returns  as  Filed,  but  Excluding  Cor- 
poration's Stock  Loss." 

The  Court:  Yes,  but  all  Mr.  Buchanan  did  was 
to  take  the  stock  loss  out  of  it,  and  on  the  same  in- 
formation that  was  in  the  return,  make  this  calcula- 
tion. Now  I  don't  think  the  witness  is  intending  to 
say  that  on  that  basis,  this  basis  is  incorrect. 

Mr.  Adams :     Well,  I  take  it  that  the  witness  be- 
ing an  accountant,  he  is  permitted  to  say  what  ap-, 
proach  he  would  make  to  the  same  question  that 
is  indicated  at  the  top. 

The  Court :  Well,  what  you  are  asking  him  now 
to  testify  is  that  if  he  had  filed  the  consolidated 
return  for  this  corporation  at  the  time  it  was  filed, 
and  he  wasn't  including  the  stock  loss  in  it,  that 
he  would  have  included  something  else  in  it. 

Mr.  Adams:     That  is  right. 


Western  Pacific  B.R.  Company,  etc.        1563 

(Testimony  of  James  L.  Cockburn,  Jr.) 

The  Court:  That  is  what  you  are  asking  him 
to  say. 

Mr.  Phleger:  Well,  he  is  not  even  saying  that, 
your  Honor,  because  the  reparations  didn't  occur 
until  years  later.   Cut-backs,  too.  [1462] 

Mr.  Adams:  It  didn't  occur  to  me  that  this  an- 
swer could  be  objectionable,  since  it  is  an  expert's 
statement  of  his  differences,  and  that  is  all  it  is. 

The  Court :  Yes,  but  this  Basis  3  was  offered  in 
connection  with  testimony  of  Mr.  Buchanan,  only  to 
show  that  the  calculation  of  the  taxes  on  the  basis 
of  the  return  as  it  was  filed,  if  the  stock  loss  would 
have  been  excluded,  would  have  shown  this  result. 
Now  that  is  all  the  witness  testified  to.  That  is  all 
Mr.  Buchanan  testified  to,  according  to  my  recollec- 
tion. 

Mr.  Adams:     Yes. 

The  Court:  Now  with  that  in  mind,  Mr.  Cock- 
burn,  is  there  any  inaccuracy  in  these  figures  as  far 
as  you  know? 

The  Witness :     Schedule  3,  Basis  3 

Mr.  Adams :  Just  a  moment.  Pardon  me  the  in- 
terruption. 

The  Court:  Well,  all  right,  I  will  withdraw 
the  question. 

Mr.  Adams:  Well,  I  thmk  I  can  put  the  ques- 
tion this  way. 

Q.  Mr.  Cockburn,  you  notice  that  Basis  3  carries 
a  notation,  "Corporation's  excess  profits  credits  for 
1944  prorated."  A.     That  is  correct. 
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Q.  And  is  it  your  understanding — you  discussed 
this  with  Mr.  Buchanan — that  that  proration  was 
on  one-third  of  the  corporation's  excess  profits 
credit  for  the  year?  A.     That  is  correct. 

Q.     He  used  that  in  making  his  computation'? 

A.     That  is  correct. 

Q.  Now  if  you  assume  that  you  are  going  to 
make  the  computations  on  Basis  3  and  only  give 
one-third  of  the  corporation's  excess  profits  credit 
for  1944,  would  you  then  find  any  error  in  the  com- 
putations themselves'? 

A.    Yes,  I  would. 

Q.     And  what  error  would  you  find  there? 

A.  I  do  not  agree  with  the  portion  of  the  compu- 
tation   whereby    two-thirds    of    the    excess    profits 

credit 

Q.     No,  Mr.  Cockburn,  you  didn't  understand  my| 
question.    My   question  was,   If  you   assume  thatj 
you  are  making  the  computation  on  the  basis  of  aj 
one-third  proration,  then  would  you  find  that  the 
computations  themselves  were  inaccurate? 

A.     No,  I  would  not. 

Mr.  Adams:  That  gets  at  what  your  Honor  had 
in  mind,  I  take  it? 

The  Court:     Yes. 

Mr.  Adams :  And  now  at  this  time,  your  Honor,] 
I  would  like  to  offer  a  chart.  It  is  a  reduced  pic-j 
ture  of  the  big  picture  that  is  over  there  on  the 
side  wall  (indicating).  It  is  a  replica  in  smaller 
form  and  easier  of  reference.   This  chart  is  a  chart 
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that  we,  the  comisel,  prepared,  like  the  charts  over 
on  the  righthand  side  of  the  court  room  as  I  face 
your  Honor  (indicating).  It  is  a  pictorial  repre- 
sentation, all  of  the  figures  in  which  and  all  of 
the  data  in  which  is  taken  from  that  [1464]  exhibit 
you  have  in  your  hand,  Defendant's  Exhibit  40. 

The  Court:     All  right. 

Mr.   Adams:     I   offer   this   as   Defendant's   Ex- 
hibit  


The  Court:     As  a  pictorial  representation? 
I   Mr.  Adams:     Simply  as  a  lawyer's  representa- 
tion of  what  is  contained  in  the  report. 

But  I  should  say  one  further  word  about  it.  In 
the  report  which  your  Honor  has  before  you.  De- 
fendant's Exhibit  40,  there  is  stated,  particularly 
in  note  2  to  Schedule  1  to  that  report,  a  full  state- 
ment with  regard  to  a  special  transaction  between 
the  plaintiff  corporation  and  the  Utah  Fuel  Com- 
pany. Your  Honor  will  see  there  is  quite  an  elabo- 
rate statement  in  note  2  about  that.  Now  this 
chart  does  not  take  that  special  transaction  into 
account  in  any  way.   It  leaves  it  out. 

I  might  explain,  by  way  of  further  elucidation, 
why  that  is  left  out.  Neither  the  Western  Pacific 
Railroad  Company  nor  any  of  its  subsidiaries  w^ere 
participants  in  the  special  transaction  between  the 
plaintiff  corporation  and  the  Utah  Fuel  Company. 

Mr.  Clark:  You  will  concede,  though,  Mr.  Ad- 
ams, won't  you,  that  the  Utah  Fuel  Company  was 
a  member,  a  subsidiary  and  member  of  the  affili- 
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ated  group  at  that  time,  namely,  up  to  the  year 

1924? 

Mr.  Adams:  I  make  all  the  concessions  which 
are  stated  in  note  2  which  includes  the  statement 
Mr.  Clark  just  made.  All  the  facts  are  fully  stated 
in  that  report,  and  I  expect  both  counsel  can  talk 
about  them  to  the  extent  they  want  to.  [1465] 

With  that  explanation,  your  Honor,  I  offer  this 
as  a  lawyer's  chart  for  your  Honor's  convenience, 
and  not  as  proving  anything  additional  to  what  is 
proved  in  Defendant's  Exhibit  40. 

Mr.  Phleger:  As  we  objected  to  40,  I  would  like 
to  record  the  same  objection  to  this. 

The  Court:  On  the  incompetency  of  the  mate- 
rial itself  ? 

Mr.  Phleger:     Right. 

The  Court:  Well,  I  think  we  have  sufficiently 
covered  that  ground,  so  that  the  record  is  clear. 
It  may  be  marked. 

(Chart  referred  to  was  then  received  in  evi- 
dence and  marked  Defendant's  Exhibit  48.) 

Mr.  Adams:     No  further  questions,  your  Honor. 

Cross-Examination 
By  Mr.  Phleger : 

Q.     Mr.   Cockburn,  referring  to  your  computa- jj 
tions  on  Defendant's  41,  as  to  what  the  tax  would  " 
be  eliminating  the  deductions  as  noted  at  the  bot- 
tom, I  imderstand  your  figures  was  $14,800,000'? 
A      Is  that  Exhibit  D?  I  do  not  have  it. 

3» 
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Q.  D,  yes.  And  I  understand  also  that  you  have 
compared  with  Basis  2  of  Plaintiff's  80,  the  figure, 
being  $15,572,630,  on  Basis  2? 

A.     That  is  correct. 

Q.  Now  will  you  state  exactly  what  the  differ- 
ence between  your  figure  and  Mr.  Buchanan's  fig- 
ure is? 

A.  Well,  w^e  only  made  approximate  computa- 
tions, and  computed  [1466]  that  the  approximate 
difference  was  $14,800,000,  and  the  figures  I  tes- 
tified to  were  the  computations  of  the  liability  of 
our  Schedule  D,  but  not  claiming  any  of  the  deduc- 
tions as  stated  in  footnote  1. 

Q.  Then  let  me  ask  this  question:  Is  Mr.  Bu- 
chanan's computation.  Basis  2,  opposite  the  West- 
ern Pacific  Railroad  Company,  $15,572,630,  incor- 
rect as  a  matter  of  computation  upon  the  basis  on 
which  he  computed  Basis  2? 

Mr.  Adams:     Well,  your  Honor,  is  it  clear  what 
is  meant  when  reference  is  made  to  the  basis  on 
which  Mr.   Buchanan  computed? 
•  Mr.  Phleger :     Yes,  it  is  stated  in  the  caption. 

Mr.  Adams:  Well,  that  is  just  the  point;  I  don't 
think  the  caption  does  state  it.  For  example,  Mr. 
Buchanan  did  not  restore  the  inter-company  inter- 
est deductions.  He  did  so  testify.  I  don't  think 
the  witness  who  is  now  on  the  stand  was  here  at 
the  time  Mr.  Buchanan  so  testified. 

Mr.  Phleger:  I  want  to  have  a  comparison,  a 
real  comparison,  between  Basis  2,  according  to  Mr. 
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Buchanan  and  his  computation,  and  according  to 

this  witness'  computation. 

A.  The  basic  differences  between  the  two  com- 
putations, without  being  able  to  give  exact  tax 
amounts  caused  by  the  different  deduction  amounts, 
the  deductions  for  inter-company  interest,  is  the 
repositioning  of  the  Deep  Creek  loss  from  1940 
to  1939,  the  disallowance  of  deduction  or  not  claim- 
ing a  deduction  of  [1467]  approximately  $169,000 
for  reorganization  expense,  which  was  claimed  in  the 
return  for  1940 — differences  in  the  net  operating 
loss  carry-overs  and  excess  profits  credit  carry- 
over as  a  result  of  the  different  assumptions,  and 
certain  minor  differences,  errors,  in  computations, 
which  I  think  could  be  corrected. 

Q.  Well,  other  than  for  those  changes  which 
you  have  just  recited,  your  figure  would  be  approxi- 
mately the  same  as  Mr.  Buchanan's  figures'? 

A.     That  is  correct. 

Q.  Now  the  computation  on  Defendant's  41  and 
on  Plaintiff's  Exhibit  80,  Basis  2,  is  as  a  matter  of 
fact,  not  in  accordance  with  the  regulations,  is  it  I 

Mr.  Adams :  Now  just  one  moment ;  your  Honor, 
if  your  Honor  please,  I  object  to  the  question.  Th( 
question  assumes  something  that  is  not  stated  in  th( 
question.  Both  those  computations  have  been  mad( 
upon  the  assumption  of  separate  returns  bein^ 
filed. 

Mr.  Phleger:  No,  that  isn't  my  point,  Mr^ 
Adams. 
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Mr.  Adams:  It  is  my  point  in  objecting  to  the 
question. 

Mr.  MacKinnon:  I  object  to  it  upon  the  ground 
that  it  calls  for  the  witness'  expression  on  a  ques- 
tion of  law.   That  is  for  your  Honor  to  decide. 

Mr.  Phleger:  The  purpose  of  my  question,  your 
Honor,  was  to  point  out  that  the  exhibit  prepared 
by  this  witness  and  introduced  by  the  defendant  as- 
sumes a  fact  that  is  contrary  to  existing  [1468] 
law,  namely,  that  you  cannot,  having  filed  consoli- 
dated returns  in  one  period,  file  separate  returns 
in  a  later  period  and  use  the  carry-forwards  and 
carry-backs,  contrary  to  regulation  110,  Section 
33.31   (e)   and   (f).    Isn't  that  correct? 

Mr.  Adams:  Your  Honor,  I  object  to  the  ques- 
tion and  I  direct  your  Honor's  attention  to  the 
caption  of  the  schedule  itself.  And  further  I  object 
on  the  ground  the  question  asked  is  a  question  of 
law,  the  same  objections  having  been  addressed  to 
my  interrogation  of  this  witness  and  sustained. 

The  Court:  I  think  it  is  needless  to  pursue  this 
particular  line  of  inquiry  as  a  matter  of  evidence. 
It  is  very  obvious  that  your  accountant  is  of  the 
view,  probably  supported  by  some  legal  advice,  that 
these  carry-overs  cannot  properly  be  included,  but 
nevertheless  he  has  put  them  in  anyhow  and  to 
make  another  basis  of  calculation,  and  the  witness 
on  the  witness  stand  may  or  may  not  have  the  con- 
trary view,  but  it  is  really  of  no  importance  be- 
cause that  question  is  a  question  of  law,  isn't  it? 
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Mr.  Phleger:  I  think  I  have  not  made  myself 
clear  at  all.  What  I  am  trying  to  point  out  to 
this  witness — and  the  fact  that  I  have  not  made 
it  plain  justifies  the  question — is  that  both  this 
witness,  in  Defendant's  Exhibit  41,  and  Mr.  Bu- 
chanan in  Basis  2,  have  both  made  the  computa- 
tion, although  it  is  not  permitted  by  the  regula- 
tion which  is  cited  as  regulation  110,  so  that  they 
are  on  the  same  basis.  [1469] 

The  Court:  Except  that  this  witness  may  have 
a  different  view.  He  may  say  that  it  is  permitted 
under  that  regulation.    I  do  not  know. 

Mr.  MacKinnon:  If  your  Honor  please,  I  do 
not  think  it  makes  any  difference  what  he  says 
because  you  are  going  to  determine  that  question. 

Mr.  Phleger:  I  want  to  point  out  that  the  basis 
of  the  two  exhibits  is  the  same. 

The  Court:  I  think  that  is  obvious  without 
the  witness'  testimony. 

Mr.  Adams:  With  the  variances  between  the 
figures  which  the  witness  has  testified  to. 

Q.  (By  Mr.  Phleger)  :  Did  you  examine  the 
books  of  the  defendant  corporation  as  to  the  man- 
ner in  which  its  amortization  claims  were  in  fact 
handled  *? 

A.  Do  you  refer  there  to  subsequent  treatment 
of  those  claims'? 

Q.  No,  the  actual  way  in  which  they  were 
treated. 

A.     The   treatment   of   the   amortization   is   dis- 


Western  Pacific  R.R.  Company,  etc.        1571 

(Testimony  of  James  L.  Cockburn,  Jr.) 

closed  in  the  returns  which  we  inspected  and  from 

which  we  made  our  computation. 

Q.  So  you  did  then  examine  the  actual  treat- 
ment made  of  the  amortization  claims  as  shown  by 
the  tax  returns'?  A.     That  is  correct. 

Q.  It  is  a  fact,  is  it  not,  that  this  company  in 
1945  received  credits  of  $4,998,648.28  on  account  of 
amortization  claims? 

A.  Our  inspection  related  to  the  period  ending 
April  30,  1944.   [1470] 

Q.  You  did  not  know  then  that  those  claims 
had  been  allowed?  A.     No,  sir. 

Q.  You  just  learned  about  them  from  me  now, 
is  that  right? 

Mr.  Adams:  You  mean  as  to  the  amount  or  the 
fact? 

Mr.  Phleger:     The  fact  and  the  amount,  both. 

A.     Yes,  sir. 

Q.  (By  Mr.  Phleger)  :  With  respect  to  the 
United  States  Government  freight  cut-backs  and 
refunds,  did  you  make  any  investigation  at  all, 
either  you  or  anyone  acting  for  you,  of  the  actual 
facts  with  respect  to  the  payments  of  refunds  or 
the  application  of  cut-backs?  A.     No,  sir. 

Q.  Do  you  know  whether  or  not  the  actual  fig- 
ures which  you  have  used  in  your  estimate  here 
have  or  have  not  been  used  as  the  basis  for  reduc- 
tion of  income  tax?  A.     I  do  not. 

Q.  Your  assumption  is  based  upon  the  propo- 
sition that  in  years  subsequent  to  1942  and  1943 
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and  the  first  four  months  of  1944  that  the  com- 
pany was  in  fact  charged,  either  paid  out  or  did 
not  collect  on  account  of  these  amounts,  isn't  that 
right"?  A.     That  is  incorrect. 

Q.    What  was  your  assumption*? 

A.  The  assumption  was  the  Western  Pacific 
Railroad  Company  could  have  claimed  these  ad- 
justments by  the  government  arising  out  of  cut- 
backs or  refunds  in  subsequent  years,  could  have 
been  [1471]  claimed  as  a  deduction  in  the  years 
1942,  1943,  and  the  first  four  months  of  1944. 

Q.  But  that  assumption  is  in  turn  predicated 
upon  the  proposition  that  those  amounts  were  in 
fact  paid  out  in  later  years,  is  that  not  true? 

A.     Paid  out  or  withheld? 

Q.     Yes.  A.     That  is  correct. 

Q.  And  did  you  take  into  consideration  when 
paid  out  or  withheld  in  later  years,  that  the  com- 
pany received  the  income  tax  benefit  of  that  treat- 
ment? A.     I  did  not.  [1472] 

Q.  Did  you  give  any  consideration  to  that  at 
all  in  this  matter  of  this  computation? 

A.     I  did  not. 

Q,  Do  you  know  whether  or  not  the  company 
paid  excess  profits  taxes  in  the  last  eight  months 
of  1944?  A.     I  believe  they  did. 

Q.     Did  they  pay  excess  profits  taxes  in  1945? 

A.     I  believe  they  did. 

Q.     Did  they  paj^  excess  profits  taxes  in  1946? 

A.     They  did  not. 
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Q.     There  weren't  any  excess  profits  taxes? 

A.     That  is  correct. 

Q.  Did  you  make  any  investigation  of  the  par- 
tial debt  loss  on  the  Sacramento  Northern  Railway 
notes  and  advances? 

A.  Yes,  we  made  an  analysis  of  the  advances, 
times  and  amounts  of  advances  to  the  company, 
from  the  records  of  the  company,  which  shows  the 
dates  and  the  amounts  that  were  advanced,  and 
the  dates  of  refunds  or  repayments  by  the  Sacra- 
mento Northern  to  the  Western  Pacific  Railroad 
Company. 

Q.     Do  you  have  that  computation? 

A.     Yes,  I  believe  we  have  those  papers  here. 

Q.     I  would  like  to  have  them. 

Mr.  Adams:  Just  one  minute.  Let  us  get  clear 
what  you  are  speaking  of.  Will  you  ask  the  wit- 
ness, please,  so  we  can  get  an  identification  of 
what  you  would  like  to  have?  I  did  [1473]  the 
same  thing  with  Mr.  Buchanan. 

Mr.  Phleger :  It  is  perfectly  clear  here.  He  said 
he  made  an  investigation  of  time  and  amounts  of 
advances  made  by  the  Western  Pacific  Railroad 
Company  to  the  Sacramento  Northern  and  also  the 
dates  and  amounts  of  repayments. 

Mr.   Adams:     Right. 

Mr.  Phleger:     And  I  asked  him  for  them. 

Mr.  Adams:  Yes.  Are  you  now  asking  this 
witness  to  prepare  a  new  paper,  or  are  you  ask- 
ing him  for  some  paper  that  he  has  got? 
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Mr.  Phleger:  I  am  asking  him  for  the  paper 
he  just  testified 

Mr.  Adams:  He  did  not  say  he  had  a  paper. 
That  is  my  point.  I  would  like  to  get  an  identi- 
fication of  what  you  are  talking  about. 

Q.  (By  Mr.  Phleger) :  Do  you  have  a  paper 
which  shows  the  advances  and  repayments'? 

A.  We  have  certain  working  papers  showing  the 
listing  of  the  advances  and  the  repayments. 

Q.  And  you  will  be  glad  to  furnish  them  to  me, 
will  you? 

Mr.  Adams:  Just  a  minute.  I  object  to  that. 
The  witness  has  his  working  papers,  and  I  take  it 
we  are  willing,  and  have  always  been  willing,  that 
they  may  be  inspected,  but  that  they  should  be  fur- 
nished to  opposing  counsel  I  do  not  think  is  proper, 
and  I  did  not  make  that  request  of  your  expert 
witness.  [1474] 

Mr.   Phleger:     I   do  not   see  the   difference. 

Q.  Do  you  have  them  here?  Suppose  you  let  me 
look  at  them. 

A.     I  believe  we  have  them  with  us. 

(A  document  was  handed  to  Mr.  Phleger.) 

Mr.  Adams:  I  would  like  to  have  the  record  in 
some  way  indicate  the  nature  of  the  work  sheet 
that  has  just  been  exhibited  to  opposing  comisel. 
If  opposing  counsel  will  be  good  enough  to  desig- 
nate the  approximate  number  of  sheets  or  some- 
thing in  the  way  of  showing  the  substance  of  the, 
papers  he  is  now  looking  at,  I  would  appreciate  it. 
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Mr.  Phleger :  May  it  please  your  Honor,  I  do  not 
want  to  take  up  the  time  of  the  Court  while  I 
examine  this.  May  it  be  understood  that  at  the  noon 
recess  I  will  have  access  to  these  working  papers 
and  have  an  opportunity  to  look  over  them? 

Mr.  Adams:  Certainly.  May  I  ask  that  some 
description,  counsel,  be  now  placed  on  the  record? 

The  Court:  Let  the  witness  testify  what  he 
has  produced.  Mr.  Phleger  probably  cannot  tell 
at  a  glance  what  it  is. 
i  Mr.  Adams :  A  question  can  be  addressed  to  him 
for  response  after  he  has  a  chance  to  inspect  them, 
g  Mr.  Phleger:  Let  us  do  what  you  did,  Mr.  Ad- 
ams. Let  us  request  the  clerk  now  mark  with  an 
identifying  mark  every  working  paper  that  this 
witness  used  in  preparation  for  the  testimony  that 
he  has  just  given. 

Mr.  Adams :  I  will  be  very  glad  to  do  that.  The 
arrangement,  [1475]  however,  that  we  made  relieved 
the  clerk  of  that  task  and  we  accomplished  it  pri- 
vately. 

Mr.  Phleger:  All  right.  Will  you  mark  them 
for  me? 

Mr.  Adams :     I  think  that  since  we  marked  yours, . 
we  might  ask  you   perhaps  to   indulge   the   same 
practice. 

Mr.  Phleger:     I  will  trust  you  to  mark  them. 

Mr.  Adams:  I  would  certainly  trust  you  to 
mark  them,  Mr.  Phleger. 

Q.  (By  Mr.  Phleger) :  Do  you  know  whether 
any  advances  were  made  to  the  Sacramento  North- 
ern in  1942  ? 


1576        Western  Pacific  B.R.  Corp.,  et  al.,  vs. 

(Testimony  of  James  L.  Cockbiirn,  Jr.) 

Mr.  Adams:  May  the  witness  have  his  working 
papers  in  his  hands? 

The  Witness :  If  I  may  refresh  my  memory  from 
the  working  papers — Yes,  there  were  reimburse- 
ments  

Q.  (By  Mr.  Phleger) :  I  am  asking  about  ad- 
vances. 

Mr.  Adams :     Will  you  read  the  question,  please  ? 

(Question  read.) 

A.     Yes,  there  were.  "| 

Q.     (B}^  Mr.  Phleger):     In  what  amount? 

A.     $242,000. 

Q.     What  were  they  represented  by? 

A.     Cash  advances.  J 

Q.     Notes?  A.     Cash  advances. 

Q.  Were  there  any  advances  made  during  the 
year  1943?  [1476]  A.     No,  there  were  not. 

Q.  Were  there  any  in  the  first  four  months  of 
1944?  A.     No,  there  were  not. 

Q.  Were  there  any  in  the  last  eight  months  of 
1944?  A.    Yes,  there  were. 

Q.     How  much?  A.     $220,000. 

Q.     How  much  were  made  in  the  year  1945  ? 

A.    No  advances  made  in  1945. 

Q.     1946?  A.     $370,000. 

Q.     1947?  A.     $700,000. 

Mr.  Phleger :     That  is  all  I  have  for  the  moment  I 
of  this  witness.   I  would  like  the  noon  hour  to  ex- 
amine  these   and   other   documents   and   maybe   I 
won't  have  any  further  questions. 
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The  Court:  Have  you  got  some  short  witness, 
or  would  you  prefer  to  recess? 

Mr.  Adams:  I  think  I  have  one  short  witness 
I  can  call.  I  would  like  to  call  Mr.  Droit.  I  have 
about  one  question  to  put  to  him.  I  have  two 
short  witnesses,  your  Honor.  I  will  call  Mr.  Droit 
and  maybe  I  can  call  Mr.  Mintzer  and  excuse  them 
both.  [1477] 

CLARENCE  L.  DROIT 

called  on  behalf  of  the  defendants ;  sworn. 

The  Clerk :     Will  you  state  your  name,  please  ? 
The  Witness:     Clarence  L.  Droit. 

Direct  Examination 
By  Mr.  Adams : 

Q.  Please  state  your  business  and  business  ad- 
dress. 

A.     526  Mission  Street,  San  Francisco. 

Q.  And  you  are  the  secretary  of  the  Western 
Pacific  Railroad  Company'?  A.     I  am. 

Q.  And  you  have  held  that  office  since  when,  Mr. 
Droit?  A.     August,  1937. 

Q.  Mr.  Droit,  did  I  ask  you  to  check  the  records 
and  see  whether  or  not  during  1943,  1944  and  1945 
there  was  sent  out  from  your  office  to  the  firm 
of  Goodbody  &  Company  in  New  York  any  copies 
of  the  annual  reports  for  1943  and  1944? 

A.     You  did. 

Q.     What  did  you  ascertain  with  regard  to  that  ? 

Mr.  Clark:     Just  a  minute.   I  will  object  to  that 
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upon  the  ground  it  is  incompetent,  irrelevant  and 

immaterial. 

Mr.  Adams :  The  sole  point  of  this,  your  Honor, 
is  to  prove  notice  to  the  intervener  Overman,  who 
was  associated  with  Goodbody,  of  a  copy  of  one 
of  those  annual  reports  which  contained  all  the  data 
about  this  tax  matter.  [1478] 

Mr.  Levy:     He  is  an  employee  of  Goodbody. 

Mr.  Adams:  He  is  just  what  was  described,  a 
customers'  broker  in  Goodbody  &  Company. 

Mr.  Levy:     He  was  an  employee. 

Mr.  Clark:  We  will  object  to  it,  your  Honor,  on 
the  ground  it  is  incompetent,  irrelevant  and  imma- 
terial. 

The  Court:     Overruled. 

Q.  (By  Mr.  Adams)  :  The  question  was.  What 
did  you  ascertain  in  that  regard? 

A.  Well,  I  ascertained  that  Goodbody  &  Com- 
pany were  stockholders  and  appeared  on  the  stock 
list,  and  they  were  mailed  a  notice  of  the  annual 
meeting  by  the  Central  Hanover  Bank  and  Trust 
Company,  which  also  contained  proxy  material  and 
a  copy  of  the  annual  report. 

Q.     For  what  year? 

A.     The  year  1944. 

Q.  And  approximately  when  was  that  proxy 
material  mailed?  A.     June  1,  1945. 

Mr.  Adams:     No  further  questions,  your  Honor. 

Mr.   Clark:     Nothing  from  us,  your  Honor. 

The  Court:     That  is  all. 
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LUCIO   M.   MINTZER 

called  on  behalf  of  the  defendants;  sworn. 

The  Clerk:  State  your  name  to  the  Court, 
please.  [1479] 

The  Witness:     Lucio  M.   Mintzer. 

Direct  Examination 
By  Mr.  Adams: 

Q.  Mr.  Mintzer,  do  you  have  with  you  the 
schedule  which  I  expect  to  produce  and  identify? 

A.    No,  I  do  not  have  it  with  me. 

Q.     I  have  it. 

I  offer  as  Defendants'  Exhibit  49  for  Identifica- 
tion a  statistical  statement  on  two  sheets  entitled 
in  this  case,  ''Record  of  Weekly  Sales  of  Preferred 
and  Common  Shares  of  the  Western  Pacific  Rail- 
road Company  on  New  York  Stock  Exchange  Jan- 
uary 1,  1945,  to  October  31,  1946,  as  published  in 
'The  Commercial  and  Financial  Chronicle'  of  New 
York,"  and  these  two  sheets  show,  your  Honor,  the 
volume  of  trading  by  weeks  in  the  railroad  com- 
pany's preferred  and  common  stock  and  the  weekly 
range  of  prices  in  that  stock,  the  period  being  from 
the  time  the  reorganized  company  took  over  on  the 
1st  of  January,  1945,  to  the  approximate  time  of 
the  commencement  of  this  litigation  here  in  San 
Francisco;  but  since  it  is  set  out  by  weekly  dates, 
it  will  also  show  the  figures  up  to  the  time  the 
stockholders'  suit  was  begun  in  New  York.  The 
purpose  of  this  showing,  like  the  showing  with  re- 
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spect  to  the  conversion  of  the  income  bonds,  is  to 
show  the  change  of  position  that  took  place  in  re- 
spect of  these  stock  holdings  between  the  time  the 
reorganized  company  started  operating  and  the  time 
this  claim  was  first  asserted.  And  I  am  reminded 
that  I  have  not  gone  through  the  [1480]  proper  for- 
malities in  asking  Mr.  Mintzer  to  please  state  his 
business  and  business  address. 

The  Witness :     I  am  employed  by  the  firm  of  Mc- 

Cutcheon,  Thomas,  Matthew,  Griffiths  &  Greene.         i 

Q.     (By  Mr.  Adams)  :     Mr.  Mintzer,  it  was  at    | 

our  request  that  you  made  this  study?  ' 

A.     It  was.  ^ 

Q.    And  this  is  your  work?  A.     It  is.       1 

Q.    Would  you  state  generally  the  nature  of  youi^ 

business  as  at  present  and  for  some  years  past? 

A.  I  have  handled  investments  and  made  rec- 
ommendations for  investments  to  the  partners  in 
the  firm  with  respect  to  clients'  accounts,  trusts, 

and  so  on. 

Q.  Is  this  to  the  best  of  your  knowledge  a 
correct  statement  of  the  record  of  weekly  sales  of 
preferred  and  common  shares  of  Western  Pacific 
Eailroad  Company,  as  identified  in  the  title  for  the 
period  therein  stated?  A.     Yes,  it  is. 

Mr.  Adams:  I  of^er  it,  your  Honor,  as  Defend- 
ants' Exhibit  49. 

Mr.  Phleger:  Your  Honor,  I  object  to  the  re- 
ceipt of  the  exhibit  upon  the  gromid  it  is  incom- 
petent, irrelevant  and  immaterial,  and  particularly 
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because  it  shows  the  prices  at  which  these  shares 
were  bought  and  sold,  and  seems  to  me  [1481]  en- 
tirely immaterial,  if  not  misleading.  I  am  will- 
ing to  stipulate,  although  I  do  not  even  think  it 
is  material,  that  those  stocks  were  traded  on  in 
the  New  York  stock  exchange  during  this  period. 

The   Court:     The   reorganized   company? 

Mr.  Phleger:     That  is  right. 

Mr.  Adams:  Yes.  Your  Honor,  we  consider  the 
prices  are  significant  for  the  reason  that  in  the  re- 
organization plan  those  stocks  were  created,  and  we 
consider  it  a  part  of  the  equity  position  before 
this  Court  to  show,  as  this  exhibit  shows,  what  re- 
lation to  that  value  the  market  value  of  the  stock 
had  from  year  to  year  and  from  time  to  time  prior 
to  the  time  this  claim  was  first  made. 

The  Court:  I  do  not  see  what  the  materiality 
of  that  is.  What  would  you  say  is  the  materiality? 
It  sometimes  happens  something  you  buy  is  not  as 
good  as  you  thought  it  was. 

Mr.  Adams:  This  much,  your  Honor:  We  of- 
fered a  schedule  the  other  day  that  we  prepared 
showing  that  one  of  the  secured  creditors  in  the 
reorganization  was  not  paid  to  the  extent  of  some 
three  and  a  half  million  dollars.  Now,  the  sched- 
ule shows  that  that  stock,  which  was  received  by 
that  claimant  under  the  plan,  was  received  at  a 
price  of  $62  a  share.  If  this  schedule  does  noth- 
ing else  in  respect  of  prices,  it  discloses  as  a  defi- 
nite fact  that  at  no  time  thereafter  could  it  pos- 
sibly be  said  that  that  claimant  had  been  paid  one 
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way  or  another,  even  in  [1482]  a  loose  sense,  by 
an  increase  in  the  market  price  over  or  above  that 
$62   figure. 

The  Court:  Well,  now,  Mr.  Adams,  suppose  I 
go  out  and  buy  some  stock  in  a  corporation  on  the 
stock  exchange,  and  after  I  buy  it  I  find  out  that 
somebody  has  some  claim  which  he  is  asserting 
against  the  railroad  company  or  a  corporation,  for 
instance,  that  affects  the  value  of  the  stock;  now, 
what  bearing  has  my  purchase  or  sale  of  that  stock 
got  on  the  rights  of  the  parties  who  were  involved 
in  the  claim  that  is  presented  here"?  I  don't  see 
the  connection  there,  unless  you  wanted  to  show 
that  everybody  that  bought  stock  in  this  corpora- 
tion on  the  New  York  stock  exchange  made  a  very 
thorough  investigation  of  the  stock  to  find  out 
whether  or  not  there  was  a  claim  of  this  nature 
pending  before  they  bought  it — which  would,  of 
course,  be  contrary  to  everything  that  the  Ameri- 
can people  do.  With  that  assumption,  why,  then 
there  might  be  some  possibility  of  showing  reli- 
ance, and  hence  a  change  of  position.  But  of 
course  you  couldn't  have  a  change  of  position  with- 
out reliance. 

Mr.  Adams:     Well,  your  Honor  would  bear  in 
mind  that  during  the  period  here  covered  by  thiS' 
report,  for  example,  the  annual  report  of  the  Rail-, 
road  Company  for  '44  was  published,  contained  a 
full  statement  about  the  tax  matter,   stating  that 
there  was  this  reserve   fund,   stating  that   it  was* 
there  to  respond  to  possible  tax  liability  to  the  Gov- 
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ernment— and  [1483]  nothing  was  said  in  that  re- 
port about  this  claim,  because  it  hadn't  been  heard 
of. 

The  Court:  Well,  Mr.  Phleger,  you  don't  ob- 
ject to  the  accuracy  of  this  computation,  but  merely 
to  the  relevancy? 

Mr.  Phleger:     That  is  right. 

Mr.  Clark:     And  we  object  to  the  relevancy. 

The  Court :  It  may  be  marked  for  identification, 
and  I  will  sustain  the  objection  on  the  groimd  that 
it  is  incompetent,  irrelevant  and  immaterial. 

(The  document  referred  to  was  marked  De- 
fendants' Exhibit  49  for  Identification.) 


JAMES  L.  COCKBURN,  JR. 
resumed. 

Mr.  Phleger:     I  have  no  questions  at  this  time. 

Mr.  Clark:     We  have  none,  your  Honor. 

The  Court:     Any  further  questions,  Mr.  Adams'? 

Mr.  Adams :  One  question,  if  your  Honor  please. 
Maybe  there  will  be  two,  but  it  will  be  the  part  of 
one,  if  I  make  it  two. 

The  Court:    Very  well. 

Redirect  Examination 
By  Mr.  Adams: 

Q.  Mr.  Cockburn,  you  recall  this  morning  you 
gave  the  Court  a  figure,  $14,800,000  as  represent- 
ing the  amount  of  total  tax  liability  of  the  rail- 
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road  company  on  the  assumption  of  a  separate  re- 
turn basis,  on  the  assumptions  in  your  Schedule 
D  marked  Defendant's  Exhibit  41,  if  the  deduc- 
tions were  disallowed.  Do  you  recall  that  ? 

A.     That  is  correct. 

Q.  And  you  recall  also  that  you  stated  the  dif- 
ference between  that  figure  and  the  amount  shown 
on  Basis  2  of  Plaintiff's  80  was  approximately 
$770,000?  A.     That  is  correct. 

Q.  Now  you  mentioned  some  factors  that  you 
said  were  responsible  [1485]  for  this  difference, 
and  one  of  them  was,  was  it  not,  the  difference  in 
the  computation  of  the  carry-overs  *? 

A.     That  is  correct. 

Q.  Now  I  would  like  you,  in  order  to  clarify 
the  record,  to  explain  the  difference  between  the 
method  you  used  in  that  computation  and  the  method 
Mr.  Buchanan  used  in  his  computation  on  Basis 
2;  and  I  might  ask  you  preliminarily,  have  you 
checked  Mr.  Buchanan's  computations  with  him? 

A.     I  have. 

Q.    You  have  seen  his  working  papers? 

A.     I  have. 

Q.  Do  you  believe  you  are  able  to  state  the 
basis  on  which  his  computation  was  made  as  well 
as  that  upon  which  yours  was  made  ? 

A.    I  do. 

Q.  Will  you  please  then  state  what  those  two 
bases  were,  so  that  the  Court  may  see  the  dif- 
ference ? 
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A.  The  basis  of  Mr.  Buchanan's  computations, 
as  stated  in  his  heading  to  Basis  2,  assumes  that 
the  Western  Pacific  Railroad  Corporation  and  af- 
filiated companies  had  filed  consolidated  returns 
up  to  and  including  December  31,  1941.  And  the 
net  operating  loss  carry-over  and  excess  profits 
carry-overs  included  in  his  computations  for  1942, 
'43  and  the  first  four  months  of  '44  are  taken  from 
the  consolidated  returns  filed,  particularly,  I  think, 
from  the  1942  return,  where  the  carry-over  [1486] 
from  1941  is  shown.  Our  net  operating  loss  carry- 
overs and  excess  profits  credit  carry-overs  used  in 
preparation  of  Exhibit  D 

Q.     That  is  Defendant's  41,  is  it  not? 

A.     That  is  Defendant's  41.    assumed  that 

separate  returns  w^ere  filed  from  '39  onward,  and 
that  therefore  the  excess  profit  carry-over  and  the 
net  operating  loss  carry-over  years  in  our  computa- 
tion are  those  carry-overs  which  a  company  would 
have  had  going  into  1942  had  it  filed  separate  re- 
turns prior  to  that  time. 

Mr.  Adams:  I  have  no  further  questions,  your 
Honor. 

Mr.  Phleger:     No  questions. 

Mr.  Clark:     No  questions. 

The  Court:     That  is  all. 

(Witness  excused.) 

Mr.  Adams:  Now  at  this  time,  your  Honor,  in 
connection  with  the  evidence  just  produced,  I  would 
like  to  offer  as  Defendant's  Exhibit  50  a  photo- 
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static  copy  of  what  I  heretofore  referred  to  as 
the  ruling  of  the  Commissioner  of  Internal  Reve- 
nue in  the  Santa  Fe  case.  This  is  a  photostatic 
copy  of  a  letter  I  have  given  to  counsel.  My  rea- 
son for  putting  it  into  the  record  is  simply  that  I 
am  not  certain  whether  or  not  it  is  a  public-had 
ruling.  The  materiality  of  the  ruling  would  be 
evident  upon  examining  it.  It  is  a  ruling  under 
which  provision  is  made  for  the  cut-backs  to  be 
taken  into  the  accounts  in  the  years  in  [1487]  which 
the  transportation  took  place,  for  income  tax  pur- 
poses. 

Mr.  Phleger:  We  do  not  object  to  its  compe- 
tency, but  we  consider  it  irrelevant  and  immaterial. 

The  Court :     I  will  admit  it. 

(Photostatic  copy  of  ruling  referred  to  above 
was  thereupon  received  in  evidence  and  marked 
Defendant's  Exhibit  50.) 

WILLIAM  A.   SUTHERLAND 

called  as  a  witness  on  behalf  of  the  defendant; 
sworn. 

The  Clerk :     State  your  name  to  the  Court. 
A.    William  A.   Sutherland. 

Direct  Examination 
By  Mr.  Adams: 

Q.    What  is  your  address,  Mr.  Sutherland? 
A.     Marine  Building,  Washington,  D.  C. 
Q.     What  is  your  occupation? 
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A.    Lawyer. 

Mr.  Adams:  If  your  Honor  please,  for  the  sake 
of  brevity  may  I  ask  leading  questions  in  regard  to 
the  qualifications  of  the  witness? 

The  Court:     Very  well. 

Mr.  Adams:  Mr.  Sutherland,  you  are  a  member 
of  the  firm  of  Sutherland,  Tuttle  and  Brennan  hav- 
ing offices  in  Washington  and  in  Atlanta,  Georgia"? 

A.     Yes,  sir. 

Q.  You  did  your  first  year  of  college  work  at 
Florida  and  [1488]  received  your  A.B.  from  the 
University  of  Virginia,  your  M.A.  from  the  Uni- 
versity of  Wisconsin,  and  you  graduated  from  the 
Harvard  Law  School  in  1917  with  an  LL.B.  degree*? 

A.     Yes. 

Q.     Of  what  bars  are  you  a  member? 

A.  I  am  a  member  of  the  Bar  of  Georgia,  the 
District  of  Columbia,  the  Supreme  Court  of  the 
United  States,  the  Court  of  Claims,  the  District 
Courts  in  Georgia,  the  Fourth,  Fifth  and  Sixth 
Circuit  Courts  of  Appeal,  and  I  think  the  Second. 

Q.  And  you  are  a  member  of  the  American  Bar 
Association,  the  Georgia  Bar  Association,  the  At- 
lanta Bar  Association,  and  the  Atlanta  Lawyers' 
Club?  A.     Yes. 

Q.  You  were  admitted  to  practice  before  the 
Treasury   Department   in   1923?  A.     Yes. 

Q.  What  was  your  first  position  after  you  left 
law  school? 

A.    I    was    secretary   to    Mr.    Justice    Brandeis 
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of  United  States   Supreme   Court  for  his  second 

and  third  years  on  the  court. 

Q.  Were  you  at  any  time  associated  with  the 
Federal  Trade  Commission,  and  if  so,  in  what 
capacity  ? 

A.  Yes,  when  I  left  Justice  Brandeis  in  1919 
I  was  with  the  Federal  Trade  Commission  until 
the  end  of  1920  as  an  attorney  examiner. 

Q.  And  you  were  general  solicitor  and  head  of 
the  Law  Department  [1489]  of  the  Tennessee  Val- 
ley Authority  for  a  few  months  in  1933  and  1934 '? 

A.  Yes,  sir.  I  did  not  give  up  my  practice  at 
that  time. 

Q.  You  have  been  engaged  in  private  practice 
since  19211  A.     Yes. 

Q.  Your  firm  has  had  offices  in  Washington 
since  1937?  A.    Yes. 

Q.     Have  you  specialized  in  any  particular  fieldj 
of  law  practice  ? 

A.     I  have  specialized  in  federal  taxes  largely  | 

since  1923. 

Q.     Mr.    Sutherland,   in  your   opinion  would   al 
lawyer  engaged  to  advise  on  the  tax  problems  of 
an  affiliated  group  of  corporations  be  expected  to 
advise   one   of  the  members   of   the   group,   which 
member  had  substantial  losses,  that  it  had  the  rightJ 
by  refusing  to  jom  in  a  consolidated  return,  to  denyj 
to  the  income  corporations  in  the  group  the  use  oJ 
the  loss  deduction  to  offset  the  taxable  income  oJ 
the  group  as  a  whole,  where  such  member  wouk 
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suffer  no  tax  disadvantage  from  joinder  in  the 
consolidated  returns,  and  where  the  consolidated 
return  was  to  be  filed  after  the  member  sustain- 
ing the  loss  had  severed  all  affiliation  with  the 
other  members  of  the  affiliated  group? 

Mr.  Phleger:  May  it  please  the  Court,  I  object 
to  the  question  on  the  ground  it  is  incompetent, 
irrelevant  and  immaterial  and  hearsay.  I  assume 
that  this  is  supposed  to  be  some  testimony  by  an 
expert  upon  an  issue  which,  I  take  it,  would  be 
either  of  law  or  of  fact.  If  of  law,  I  do  not  think 
it  is  an  [1490]  appropriate  matter  for  expert  tes- 
timony, and  if  a  fact,  it  simply  calls  for  the  con- 
clusion of  this  witness.  It  attempts  to  usurp  the 
function  of  the  court. 

Mr.  Adams:  The  question  is  directed,  your 
Honor,  to  what  we  understand  to  be  an  issue  in  the 
case  as  evidenced  by  questions  asked  yesterday  of 
one  of  the  lawyers  who  handled  tax  matters,  whether 
or  not  he  expressly  advised  a  member  of  the  affili- 
ated group  that  it  had  a  right  to  file  a  separate  re- 
turn. Now,  this  question  is  addressed  concededly  to 
a  well-qualified  lawyer  engaged  in  tax  practice,  and 
asks  him  whether  in  his  opinion  mider  the  stated 
assumed  set  of  facts  the  question  that  I  addressed, 
which  we  regard  as  responsive  to  that  particular  is- 
sue, and  as  a  question  of  fact  upon  which  a  qualified 
expert  can  answer,  a  question  posed  upon  an  as- 
sumed set  of  facts. 

The  Court:     If  it  is  a  question  that  is  posed  on 
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an  assumed  state  of  facts,  it  is  not  a  question  of 

fact. 

Mr.  Adams:  The  assumptions  contained  in  the 
question,  your  Honor,  we  believe  are  all  of  the  as- 
sumptions required  to  be  made  upon  the  record  in 

this  case. 

The  Court:     Then  it  is  just  expert  testimony. 

Mr.  Adams :  It  is  undoubtedly  the  testimony  of 
an  expert  witness  that  we  are  offering  upon  a  hypo- 
thetical question.  | 

The  Court:     I  never  heard  of  a  case  in  which  I 
the  lawyer  could  testify  as  an  expert  witness  as  to  1 
any  issues  in  the  case,  except  it  be  on  some  spe- 
cial subject,  such  as  foreign  law,  or  [1491]  mat- 
ters with  which  he   might  be   acquainted  and   of 
which  the  Court  might  not  be  acquainted.    If  we 
admitted  this  kind   of   testimony   it   would   result 
in  each  side  getting  the  best  lawyers  they  could 
think  of  to  come  in  and  tell  the  Court  how  to  de- 
cide the  case.    It  does  not  seem  to  me  to  have  a  ^ 
proper  place  in  the  trial  of  a  lawsuit. 

Mr.  Adams:  Your  Honor,  I  do  not  wish  to 
argue  this  at  length,  but  merely  state  what  I  per- 
ceive to  be  the  point  of  the  question. 

The  Court:  I  understand  exactly  what  you  are 
trying  to  bring  out,  but  the  question  is,  can  you 
bring  in  a  lawyer  to  testify  as  an  expert  that  what 
was  done  was  properly  done?  If  you  can  do  that 
in  this  case,  you  can  do  it  in  any  case. 

Mr.  Adams :    Your  Honor  will  bear  in  mind  this 
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question  is  directed  to  the  conduct  of  a  lawyer; 

it  is  not  the  ultimate  issue  in  the  case. 

The  Court:  If  it  is  not  an  issue  in  the  case, 
then  of  course  it  is  not  competent. 

Mr.  Adams :  I  said  to  the  ultimate  issue.  I  think, 
as  I  understand  it,  there  is  some  contention  here, 
because  of  the  questions  asked  yesterday,  whether 
the  lawyer  did  or  did  not  give  certain  advice. 

The  Court :  Suppose  the  witness  testifies  and  an- 
swers your  question,  and  I  would  be  satisfied  from 
all  the  facts  and  circumstances  of  the  case  that  a 
different  result  should  follow.  [1492]  Would  there 
arise  by  virtue  of  that  a  conflict  that  would  make 
a  record  so  that  a  higher  court  reviewing  it  could 
say  the  court  was  making  a  finding  with  respect  to 
conflicting  presentations  of  an  issue? 

Mr.  Adams:  I  would  think  that  as  in  any  case 
of  expert  testimony,  the  testimony  is  before  the 
court  to  be  weighed  and  considered  as  any  other 
testimony.  Certainly  I  do  not  understand  in  any 
case,  except  where  there  is  no  conflict  in  the  tes- 
timony, a  court  is  ever  bomid,  certainly  with  re- 
gard to  an  issue  of  this  sort. 

The  Court:  Even  if  it  was  offered  as  expert  tes- 
timony, wouldn't  the  witness  have  to  qualify  that 
he  was  familiar  with  all  the  material  facts  pre- 
sented in  connection  with  the  matter? 

Mr.  Adams :  We  consider  that  this  question  em- 
braces all  the  material  facts  requisite  to  an  answer 
to  the  question. 
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Mr.  Clark:  I  might  point  out  to  your  Honor 
that  it  does  not  embrace  one  important  fact,  namely, 
that  there  was  an  economic  divorcement  some  years 
prior  to  the  termination  of  the  affiliation. 

The  Court:  Mr.  Adams,  do  you  have  with  you 
any  authority  which  sustains  the  right  to  present  as 
competent  the  testimony  of  a  lawyer  with  respect 
to  any  legal  issues  in  the  case,  except  where  it 
involves  some  special  subject  such  as  foreign  law 
or,  in  some  cases,  it  is  allowed  in  tax  controversies  ? 

Mr.  Adams :     If  your  Honor  will  allow  me  a  mo-j 
ment,  I  will  be  [1493]  sure  of  an  answer. 

The  Court:  I  want  to  be  sure  there  isn't  some- 
thing lurking  in  this  that  I  do  not  know  about. 

Mr.  Adams:    We  have  no  authorities  to  cite  oi 
the  specific  question. 

The  Court:  I  think  the  testimony  is  incompe- 
tent.  I  will  sustain  the  objection. 

Mr.  Adams:     I  will  ask  one  further  question. 

Q.  Mr.  Sutherland,  in  all  your  experience  hav( 
you  ever  heard,  prior  to  hearing  the  claim  asserte( 
in  the  proceeding  now  in  this  court,  of  a  claim  b 
a  member  of  the  group  of  corporations  which  file( 
consolidated  tax  returns  to  be  paid  anything  by  ani 
other  corporation  in  the  group,  any  consideratioi 
for  the  tax  advantage  resulting  from  the  loss  susj 
tained  by  the  claiming  member  of  the  group  ?  [1494^ 

Mr.  Phleger:  May  it  please  the  Court,  I  objecl 
to  that  question  on  the  ground  that  it  is  incompej 
tent,  irrelevant  and  immaterial,  calls  for  the  con- 
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elusion   of   this   witness,    and   is    another    attempt 

to  usurp  the  function  of  the  Court. 

Mr.  Adams :  Stating  very  briefly  my  answer,  be- 
cause this  question  is  much  like  that  your  Honor 
ruled  on  with  respect  to  the  actors,  it  is  our  object 
to  prove  as  a  fact  from  an  experienced  counsel 
in  the  tax  field  that  this  claim  had  never  been 
heard  of  by  him.  We  think  this  is  material  to  the 
issues  in  this  case  and  is  part  of  the  character 
of  this  claim,  as  a  later  afterthought.  We  regard 
it  as  a  material  fact  in  the  case,  and  this  is  a  part 
of  that  proof.  It  is  also  responsive  to  any  sugges- 
tions that  any  of  the  lawyers  whose  work  was  in- 
volved in  handling  the  tax  matter  was  in  any  respect 
other  than  the  work  of  competent  and  conscien- 
tious lawyers,  because  obviously  if  the  claim  now 
asserted  is  one  which  was  beyond  the  general  pur- 
view of  tax  lawyers,  then  no  criticism  can  be  ad- 
dressed to  a  lawyer  who  had  not  heard  of  it.  Those 
are  the  purposes. 

The   Court:     I   will   sustain   the   objection.    Let 

me  say  to  you,  Mr.  Adams,  that  you  can  make  the 

same  argument  on  the  same  subject  matter  in  your 

briefs,  and  I,  without  meaning  any  disrespect  to 

the  witness,  would  listen  to  it  perhaps  even  more 

attentively   as   coming   from   learned   counsel   who 

have  practiced  here,  and  for  whom  I  have  respect; 

1 1  might  [1495]  consider  the  argument  coming  from 

!  the  attorneys  in  the  case  as  having  more  weight 

I  with  me,   since   you   are   familiar   with   this   case, 

;  than  the  testimony  of  an  expert. 
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Mr.  Adams :     May  I  say,  your  Honor- 


The  Court:  That  may  mean  something  with  re- 
gard to  losing  out  on  this  point,  I  don't  know. 

Mr.  Adams :  May  I  say,  with  all  due  respect,  that 
we  would  offer  to  prove  that  the  questions,  if  the 
answers  should  be  allowed,  would  be  answered  in 
the  negative. 

The  Court:     I  beg  pardon? 

Mr.  Adams :     I  would  offer  to  prove  that  if  your 
Honor  would  allow  these  questions,  the  answers  to 
each  of  them  would  be  in  the  negative. 
The  Court :     Let  the  record  so  show. 
Mr.  Adams:     And  may  I  also  state  for  the  rec- 
ord that  we  have  had  very  happy  associations  with 
Mr.  Sutherland  and  also  with  Mr.  George  Maurice 
Morris,  who  have  considered  some  of  these  prob- 
lems with  us.    They  have  spent  considerable  time 
on  the  case.  We  would  address  the  same  questions  to 
Mr.  Morris.    May  I  state  briefly  what  his  qualifi- 
cations would  be*?  J 
The  Court:     Very  well. 

Mr.  Adams:  Mr.  Morris  is  a  member  of  the 
firm  of  Morris,  Kix  Miller  &  Baar  of  Washing- 
ton, D.  C,  having  offices  in  Washington  and  Chi- 
cago. He  is  a  graduate  of  Dartmouth  College  in 
1911,  and  a  graduate  of  the  law  school  of  the  Uni- 
versity of  Chicago  in  1916,  with  a  degree  of  Doctor 
of  Jurisprudence,  [1496]  and  was  admitted  to  prac- 
tice in  Illinois  and  the  District  of  Columbia,  and 
has  practiced  before  the   Supreme   Court,  several 
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of  the  United  States  circuit  courts  of  appeal,  the 
Tax  Court,  Court  of  Claims,  State  and  Federal 
courts  of  Illinois  and  the  courts  of  the  District 
of  Columbia,  and  is  admitted  before  the  Treasury 
Department  and  was  formally  admitted  in  1922. 

Mr.  Morris  is  a  member  of  the  American  Bar 
Association,  the  Bar  Association  of  the  District  of 
Columbia,  the  Illinois  State  Bar  Association  and 
honorary  member  of  a  number  of  other  bar  asso- 
ciations, and  currently  an  official  of  the  Interamer- 
ican  Bar  Association  and  the  International  Bar 
Association.  He  was  Chairman  of  the  Executive 
Committee  of  the  Interamerican  Bar  Association 
and  speaker  of  the  House  of  Deputies  of  the  Inter- 
national Bar  Association.  Now,  Mr.  Morris  has 
specialized  largely  in  the  field  of  taxation  and  ad- 
ministrative law,  advising  taxpayers  and  represent- 
ing them  before  administrative  agencies  and  the 
courts.  May  I  take  the  pleasure  of  introducing 
Mr.  Morris  to  the  Court? 

(Mr.  Morris  then  arose.) 

Mr.  Adams:  I  take  pleasure  in  presenting  Mr. 
George  Maurice  Morris,  whose  qualifications  I  have 
just  read,  and  in  stating  that  offer  to  prove  that 
Mr.  Morris,  as  well  as  Mr.  Sutherland,  would  answer 
these  two  questions  in  the  negative  if  your  Honor 
permitted  them  to  be  answered. 

The  Court:     Very  well.   Let  the  record  so  show. 

That  is  all. 

(Witness  excused.) 
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The  Court:     I  don't  want  it  to  appear  in  the  rec- 
ord, because  sometimes  when  we  read  these  things 
over  afterwards,  in  the  cold  record  they  read  pretty 
badly,  and  they  are  not  intended  that  way.   I  have 
no   criticism   of   the   qualifications   of   any   of   the 
lawyers  who  come  from  afar  to  testify  in  these 
cases.   I  want  to  say,  however,  that  I  do  not  think 
we  have  to  take  a  back  seat  out  here  in  the  West 
so  far  as  qualifications  of  lawyers  to  testify  goes. 
I  know  I  held  court  in  New  York  for  a  couple  of 
months,  and  I  found  that  our  bar  out  here  in  the 
West  did  not  have  to  take  a  hack  seat  to  the  bar 
in  the  East.    I  think  they  are  on  a  par,  one  with 
the  other.    That  is  why  I  said  that  the  argument 
could  be  made  on  the  same  subject  matter  concern- 
ing which  expert  testimony  was  proffered  to  be 
made,  as  well  as  by  the  attorneys  in  this  case,  for 
whom  the  Court  has  considerable  respect. 

Mr.  Adams:  If  your  Honor  please,  I  neglected 
to  say,  and  would  like  to  cure  the  neglect,  that 
Mr.  Morris  is,  as  well,  past  president  of  the  Ameri- 
can Bar  Association. 

The  Court:     Very  well. 

Mr.  Adams:  If  your  Honor  please,  with  the 
consent  of  counsel,  in  response  to  an  open  question 
upon  the  examination  of  Mr.  Elsey,  I  will  state 
that  the  amount,  principal  amount,  of  general  mort- 
gage 41/2  per  cent  income  bonds  which  had  been 
converted  at  Jime  29,  1946,  was  $4,489,300,  being 
converted  into  stock  in  the  ratio  of  20  shares  of 
stock  per  $1,000  bond.    I  would  like  the  record  to 
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show  that  Judge  Sloss,  whose  appearance  in  the 
reorganization  proceeding  as  attorney  for  the  plain- 
tiff corporation  upon  its  intervention,  continued  to 
represent  the  plaintiff  corporation  in  the  reorganiza- 
tion proceeding  while  that  proceeding  remained 
pending,  and  until  it  was  completed. 

Mr.  Clark:  Well,  your  Honor,  in  the  first  place, 
we  think  it  is  incompetent,  irrelevant  and  immate- 
rial, but  we  don't  think  we  can  give  the  conces- 
sion without  Judge  Sloss'  own  testimony,  which 
was  taken  on  deposition,  in  which  he  testified  to 
the  limitation  of  his  representation  of  the  plaintiff 
corporation,  as  being  solely  having  to  do  with 
presenting  its  position  under  the  plan.  Now,  we 
have  that  testimony.  If  counsel  thinks  it  is  mate- 
rial it  can  easily  be  read  into  the  record.  We  ex- 
amined Judge  Sloss  on  it. 

f  Mr.  Adams:  I  told  Mr.  Clark  I  would  be  happy 
to  do  it  that  way,  and  I  am  perfectly  willing  to 
do  that,  to  read  it  into  the  record. 

Mr.   Phleger:    Well,   let's   stipulate   it   may   be 
copied  into  the  record.   It  is  so  many  pages. 
.    Mr.    Adams:     Well,    any   part   you   want   omit- 
ted,  

'     Mr.  Phleger:     Let's  put  it  all  in. 

Mr.  Adams:    That  is  all  right.    We  will  just  in- 

i-troduce  [1499]  Judge  Sloss'  record,  or  deposition, 
in  the  record  by  consent  of  all  counsel. 

Mr.   Clark:     That  is   satisfactory.    The   original 

!i  is  on  file,  your  Honor. 

'      The  Court:     Very  well. 
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Mr.  Clark:  Oh,  yes.  And  also,  may  it  please 
your  Honor,  there  is  an  exhibit  that  was  introduced 
on  that  deposition  which  should  go  in  evidence  in 
connection  with  it;  being  a  letter,  or  a  copy  of  a 
letter,  dated  November  14,  1939,  identified  on  depo- 
sition as  Railroad  Defendants'  Exhibit  555. 

Mr.  Phleger:  Well,  I  suggest,  instead  of  its 
being  introduced,  that  it  be  copied  in  as  part  of 
the  deposition. 

The  Court:  Is  it  not  attached  to  the  deposi- 
tion *? 

Mr.  Clark:  Well,  it  is  not,  because  it  was  one 
of  the  depositions,  or  one  of  the  exhibits  marked 
on  deposition,  your  Honor,  and  it  is  among  the 
original  exhibits  that  came  along  with  all  the  depo- 
sitions. It  should  be  copied  in  along  with  the  depo- 
sition at  an  appropriate  place  in  this  record. 

Mr.  MacKinnon :  I  think  it  is  irrelevant  and  im- 
material to  any  issue  in  the  action,  but  I  have  no 
objection  if  your  Honor  wants  it  taken  in. 

The  Court:  It  may  be  considered  as  part  of  the 
deposition  1 

Mr.  Adams:     Yes. 

The  Court :     Very  well. 

The  Clerk :  You  wish  this  copied  by  the  reporter 
in  the  [1500]  record,  is  that  if? 

Mr.  Phleger:  Yes,  in  connection  with  the  depo- 
sition. 

Mr.  Clark:  Well,  if  it  is  just  copied  in,  it  won't 
have  to  take  a  number. 
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(The  deposition  referred  to  appears  in  words 
and  figures  as  follows:) 

MARCUS  C.  SLOSS 

a  witness  called  on  behalf  of  the  plantiffs  in  inter- 
vention, being  first  duly  cautioned  and  sworn  by 
the  notary  public  to  tell  the  truth,  the  whole  truth, 
and  nothing  but  the  truth,  testified  as  follows : 

Direct  Examination 
By  Mr.  Clark: 

Q.  Will  you  please  state  your  name  and  pres- 
ent address  for  the  record? 

A.  Yes.  My  name  is  Marcus  C.  Sloss.  Do  you 
want  my  business  address?  351  California  Street. 
My  residence  is  at  2790  Grreen  Street,  both  in  San 
Francisco. 

Q.  Are  you  admitted  and  licensed  to  practice 
law  in  the  [1501]  State  of  California'? 

A.     Yes. 

Q.  For  how  long  have  you  been  admitted  in 
this  state? 

■  A.  Well,  this  month,  November,  it  will  be  55 
years  if  we  include  the  time  during  which  I  was 
on  the  bench. 

Q.  Were  you  a  Justice  of  the  Supreme  Court 
of  the  State  of  California?  A.     I  was. 

Q.     During  what  period,  please? 

A.     From  February,  1906,  to  February,  1919. 

Q.  Are  you  presently  the  senior  member  of  the 
firm  of  Sloss  &  Eliot?  A.     lam. 
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Q.  During  the  years  1939  to  1945,  were  you 
the  senior  member  of  the  then  firm  of  Sloss  & 
Turner  of  this  cityl 

A.  I  was.  I  answered  yes.  I  am  not  quite 
clear  as  to  when  Mr.  Turner  retired.  It  may  have 
been  earlier  than  1945.    It  may  have  been  '44. 

Q.  During  your  practice,  Judge,  have  you  spe- 
cialized in  any  particular  branches  of  the  law? 

A.  Well,  since  I  left  the  Supreme  Court,  I  have 
conducted  a  general  practice,  and  also  have  done 
a  good  deal  of  consulting  work  and  work  as  spe- 
cial counsel  in  cases  after  they  had  reached  the 
stage  of  being  on  appeal. 

Q.     Have  you  at  any  time  specialized  in  federal 

tax  matters'? 

A.  No,  except  so  far  as  they  affected  general 
clients  of  our  office.  [1502] 

Q.  Particularly,  have  you  specialized  in  mat- 
ters pertaining  to  corporate  income  and  excess 
profits  taxes  payable  to  the  government? 

A.  I  say,  except  in  so  far  as  they  affected  my 
clients  that  were  corporations. 

Q.  And  is  that  true  with  respect  to  any  work 
that  you  may  have  done  concerning  the  filing  of 
consolidated  income  and  excess  profits  tax  returns 
by  corporations  with  the  Federal  Government? 

A.    No,  I  have  not  specialized  in  those  matters 

particularly. 

Q.  At  one  time,  were  you  retained  to  represent 
The  Western  Pacific  Railroad  Corporation  in  any 
matter?  A.     I  was. 
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Q.     Can  you  tell  us  about  when  that  was? 

A.  The  employment  began  in  November,  1939. 
That  was  some  four  years  after  a  reorganization 
proceeding  had  been  instituted  in  the  Federal  Court, 
and  after  the  Interstate  Commerce  Commission  had 
promulgated  a  plan  of  reorganization,  and  reported 
it  to  the  District  Court  here,  for  the  Northern  Dis- 
trict of  California;  and  it  was  at  the  time  when 
the  parties  in  interest  had  a  right  to  file  objections 
to  the  plan. 

Q.  At  the  time  you  were  employed  by  the  Cor- 
poration, what  status  did  it  have  in  the  reorgani- 
zation proceeding,  if  any*? 

A.  The  Corporation,  as  I  understood  then  and 
have  understood  since,  had  not  been  directly  rep- 
resented in  the  proceeding  before  the  Interstate 
Commerce  Commission  leading  to  the  formulation 
of  a  plan.  It  was,  however,  a  party  in  interest  in 
two  capacities :  It  was  the  owner  of  all  of  the  stock, 
common  and  preferred,  of  the  operating  company; 
and  it  also  held  an  unsecured  claim  of  about  $5,- 
000,000.00  against  the  Company  for  money  ad- 
vanced; and  its  holding  of  stock  and  its  position 
as  an  unsecured  creditor  were  both  held  or  found 
to  be  without  value  in  the  proposed  plan  of  the 
Interstate  Commerce  Commission;  and  it  was  given 
ino  participation  in  the  reorganized  company,  or  in 
any  of  the  securities  that  were  to  be  issued  under 
the  plan. 
'     Q.     What  was  the  status  of  that  plan  at  the  time 
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you  were  retained  by  the  corporation  in  1939  ? 

A.  The  plan  had  been  reported  to  the  District 
Court,  and  the  District  Court  had  made  an  order 
calling  upon  all  parties  in  interest  to  file  their  ob- 
jections to  the  plan  before  a  certain  date,  which, 
I  think,  was  to  be  sometime  in  December  of  the 
same  year.  Following  that,  there  was  to  be  a 
hearing  of  the  objections,  and  a  decision  by  the 

court. 

Q.  I  will  show  you  a  document  which  has  been 
marked  Railroad  Company  Defendant's  Exhibit  555 
in  this  case,  being  a  letter  dated  November  14th, 
1939,  addressed  to  the  Honorable  M.  C.  Sloss,  111 
Sutter  Street,  San  Francisco,  California,  and  signed 
T.  M.  Schumacher ;  and  I  will  ask  you  whether  you 
received  the  original  of  that  letter  on  or  about  the 
date  it  bears,  namely,  November  14th,  1939? 

A.  Yes,  I  received  the  original  of  which  this  is 
a  photostatic  [1504]  copy  about  that  time. 

Q.  Judge,  does  that  letter  correctly  describe 
your  retainer  by  the  Corporation  at  that  time?      g 

A.    Yes. 

Q.     At  some  time  did  you  cease  representing  the 

Corporation? 

A.  Well,  yes.  When  the  reorganization  pro- 
ceeding was  completed,  and  it  ultimately  went  to 
the  Supreme  Court  of  the  United  States,  and  after 
the  incidental  matters  in  the  District  Court  here- 
United  States  District  Court— had  been  completed, 
I  considered  that  my  employment  was  ended. 
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Q.     Approximately  when  was  that? 

A.  Well,  I  made  a  little  memorandum  of  dates 
from  my  records  in  regard  to  that. 

Q.     Will  you  please  refer  to  it? 

A.  With  the  exception  of  the  proceedings  in  the 
District  Court  with  reference  to  allowances  of  fees 
and  expenses  to  different  counsel  and  to  the  par- 
ties in  the  proceeding,  which,  I  think,  were  not 
terminated  until  1945,  I  think  the  last  matter  that 
I  had  anything  to  do  with  was  on  the  2nd  of  June, 
1944,  when  I  participated  briefly  in  an  argument 
before  Judge  St.  Sure  in  the  District  Court  on  the 
question  of  whether  that  court  had  jurisdiction  to 
determine  the  ownership  of  accommodation  collat- 
eral that  had  been  furnished  by  the  Western  Pa- 
cific Railroad  Corporation  to  the  debtor.  I  think 
it  was  to  the  debtor.  It  may  have  been  to  someone 
else.  [1505] 

Q.  Judge,  during  that  period,  namely,  from  No- 
vember 14th,  1939,  to  June  2nd,  1944,  did  you  rep- 
resent the  Corporation  generally  in  all  of  its  legal 
problems  ? 

A.  No.  No,  I  considered  that  my  employment 
was  limited  to  representing  the  interests  of  the 
corporation  as  a  stockholder  and  unsecured  creditor 
of  the  debtor  in  the  bankruptcy  proceeding — or  the 
reorganization  proceeding. 

Q.  During  that  time,  were  you  ever  called  upon 
by  the  Corporation  to  give  any  advice  whatsoever  in 
any  federal  tax  matters? 

A.     No,  I  was  not. 
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Q.  During  that  time,  were  you  ever  consulted  by 
the  Corporation  with  respect  to  any  federal  tax 
matters'?  A.     I  was  not. 

Q.  Specifically,  during  that  time,  were  you  ever 
called  upon  to  give  any  advice  to  the  Corporation 
concerning  the  filing  in  its  name  of  a  consolidated 
income  and  excess  profits  tax  return  for  the  year 
1943?  A.     No. 

Q.  Were  you  ever  consulted  in  any  manner  with 
respect  to  that  matter?  A.     No,  I  was  not. 

Q.  During  that  period,  were  you  ever  called 
upon  to  give  any  advice  to  the  corporation  with 
respect  to  the  filing  in  its  name  of  a  consolidated 
income  and  excess  profits  tax  return  for  the  tax- 
able year  1944?  [1506] 

*     *     * 

The  Witness:     I  was  not. 

Q.  (By  Mr.  Clark)  :  Were  you  ever  consulted 
in  any  respect  concerning  such  return? 

A.    You  are  referring  to  the  year  1944? 

Q.    Yes.  A.     I  was  not. 

Q.  During  the  period  we  are  discussing,  namely, 
from  November  14th,  1939,  until  June  2nd,  1944, 
were  you  ever  called  upon  by  the  Corporation  to  give 
any  advice  with  respect  to  the  filing  in  its  name  of 
a  consolidated  income  and  excess  profits  tax  return 
for  the  taxable  year  1942? 

A.    I  was  not. 

Q.  And  were  you  ever  consulted  in  any  manner 
with  respect  to  such  return?  A.     No. 
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Q.  During  that  period,  Judge,  were  you  ever 
called  upon  to  give  any  advice  to  the  Corporation 
whatsoever  concerning  the  filing  in  its  name  of  a 
claim  for  refund  with  reference  to  income  and  ex- 
cess profits  tax  for  the  taxable  year  1942? 

A.     No. 

Q.  Or  with  respect  to  the  taxable  year  1942 '^ 
(sic). 

A.     The  same  answer.   I  was  not. 

Q.  Were  you  ever  consulted  in  any  manner  at 
any  time  on  that  matter  ?  A.     No.  [1507] 

Mr.  Clark :     That  is  all  from  us. 

Mr.  Dickerson:     No  questions. 

Examination 
By  Mr.  Adams: 

Q.  Judge  Sloss,  in  answer  to  several  questions 
put  by  Mr.  Clark,  he  inquired  if  you  were  called 
upon  to  give  advice  or  to  consider  any  other  tax 
matters  as  stated  in  his  questions;  and  you  an- 
swered in  the  negative.  Did  you  mean  by  ^^  called 
upon,"  that  no  one  called  upon  you  requesting  any 
such  consideration  or  advice? 

A.     I  don't  think  I  quite  got  the  question. 

Mr.  Adams :    Read  it,  Mr.  Reporter. 

(Question  read  by  reporter.) 

A.    Yes,  that  was  my  meaning. 

Q.     In  reference  to  your  representation  of  the 
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Holding  Corporation  in  the  reorganization  proceed- 
ing, you  referred  to  your  file  and  noticed  that  the 
last  activity  on  your  part  other  than  that  involving 
consideration  of  compensation,  was  an  occasion 
sometime  in  the  middle  of  1944? 

A.  I  don't  remember  what  the  date  of  that  was. 
I  think  it  was  a  little  later.  I  think  that  matter 
was  finally  decided  in  Judge  St.  Sure's  court  in  '45 ; 
but  I  can  refer  to  other  papers  and  get  that  date 
for  you  later. 

Q.  It  is  not  necessary.  I  am  just  trying  to  be 
sure  that  I  understood  the  testimony  that  you 
have  given  to  Mr.  Clark;  and  [1508]  I  haven't  any 
intention  to  raise  a  question  as  to  the  particular 
date. 

Is  it  not  the  fact  that  your  representation  of  the 
Holding  Company  in  the  reorganization  proceed- 
ings remained  in  force  throughout  the  pendency 
of  those  proceedings  from  the  time  that  you  first 
appeared  in  behalf  of  the  Corporation? 

A.  It  remained  in  force — ^you  mean  until  the 
reorganization  was  completed  in  the  court  proceed- 
ings? 

Q.    Yes.  A.    Yes,  I  do  think  it  did. 

Q.  You  did  not  withdraw  from  that  representa- 
tion at  any  time,  as  far  as  you  recall? 

A.  No,  I  never  withdrew  from  it.  I  have  in  my 
file — I  happened  to  see  it  yesterday — a  letter  which 
I  wrote,  which  I  can  find  shortly,  which  settled  a 
little  matter  of  advancement  of  expenses  between 
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my  office  and  Colonel  Coulson's  office;  and  in  send- 
ing him  a  check  for  the  small  amount  that  was  due 
him,  I  said  that  I  think  that  this  concludes  my 
services  in  this  matter;  and  that,  I  think,  was  in 
1945 ;  but  I  can  find  it  if  you  would  like  to  get  the 
date. 

Q.  It  may  be  that  we  should  want  to  look  at 
that. 

You  had  in  mind  in  appearing  for  the  Corpora- 
tion as  you  did  in  the  reorganization  proceedings, 
that  you  were  appearing  as  an  attorney  for  the 
Corporation  generally  for  the  purposes  indicated 
by  the  statute  ?  [1509]  A.     Indicated  by  what  ? 

Q.     By  the  statute. 

A.  Oh,  yes.  Yes,  for  whatever  came  within  the 
scope  of  that  reorganization  proceeding. 

Q.  You  received  as  such  attorney  regularly  the 
notices  of  hearings  issued  out  of  the  reorganiza- 
tion court? 

A.  Yes.  Yes,. when  I  began,  I  might  add,  be- 
cause of  the  fact  that  the  Corporation  had  not 
been  directly  represented  in  the  prior  hearings 
before  the  Interstate  Commerce  Commission,  I 
wrote  a  letter  to  the  judge  and  to  the  parties  in 
interest,  calling  attention  to  that  fact,  and  asking 
whether  I  would  be  permitted  on  behalf  of  the  Cor- 
poration to  appear  at  the  hearing  on  the  plan,  and 
to  file  objections,  to  which  he  answered  in  the  af- 
firmative; and  then  about  the  same  time,  on  behalf 
of  the  Western  Pacific  Railroad  Corporation,  we 
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asked  leave  to  intervene  in  the  proceeding,  which 
leave  was  granted.    If  my  memory  is  correct,  Mr. 
Goodrich  took  the  same  course  on  behalf  of  the 
Western  Pacific  Railroad  Company,  which  was  also  ^ 
an  unsecured  creditor. 

Mr.  Goodrich:     That  is  correct. 

Mr.  Adams:     I  have  no  further  questions. 

Re-Examination 
By  Mr.  Clark: 

Q.  Judge,  did  you  ever  at  any  time  give  any! 
advice  whatsoever  to  the  Corporation  respecting] 
any  federal  tax  matter?  [1510] 

A.     No,  I  did  not. 

Q.     And  at  any  time  were  any  facts  brought  toj 
your  attention  which  made  you  feel  that  it  v/as  in- 
cumbent upon  you  to  take  any  action  or  steps  oi 
behalf  of  the  Corporation  in  any  tax  matter  *? 

A.  No.  I  don't  know  that  this  is  a  qualifica- 
tion of  that  answer;  but,  of  course,  one  of  the  mat^ 
ters  which  were  gone  into  very  thoroughly  in  con- 
nection with  the  hearings  both  in  the  District  Courl 
and  in  the  Circuit  Court  of  Appeals  and  in  th( 
Supreme  Court,  was  the  matter  of  the  earnings 
record  of  the  Company,  not  only  before  the  institu- 
tion of  the  proceeding,  but  during  it — even  afte] 
the  decision  in  the  District  Court,  with  the  purpose 
of  showing  that  the  property  had  a  greater  valu( 
than  was  attributed  to  it  by  the  Interstate  Com- 
merce  Commission.     And   it   may  be — I   have   no" 


1 1 


Western  Pacific  R.R.  Company,  etc.        1609 

(Deposition  of  Marcus  C.  Sloss.) 
definite  recollection  of  it — that  in  looking  over 
those  statements  of  receipts  and  disbursements, 
there  were  items  of  taxes  paid  or  taxes  accrued; 
but  I  viewed  it  just  as  I  viewed  any  other  item  of 
expense,  without  going  into  the  detail  or  the  sup- 
porting data ;  and  I  viewed  it  as  an  item  of  expendi- 
ture. 

Mr.  Clark:     That  is  all  from  us. 

Mr.  Adams:     We  have  no  further  questions. 

Mr.  Clark:     Mr.  Dickerson? 

Mr.  Dickerson:     No  questions. 

The  Witness :  If  you  will  permit  me,  I  have  that 
letter  [1511]  here  with  me,  in  case  you  would  like 
to  look  at  it. 

Mr.  Adams:  Oh,  yes.  I  hadn't  appreciated  that 
you  had  your  files  with  you. 

A.  Yes.  May  I  volunteer  this  testimony?  I 
don't  think  it  will  do  anybody  any  good  or  any 
harm. 

Mr.  Clark:     Yes. 
B    A.     But  for  completeness,  I  find  in  my  files  a 
carbon  copy  of  a  letter  dated  June  15th,  1945,  ad- 
dressed to  Robert  E.  Coulson,  Esq.,  40  Wall  Street, 
New  York,  N.  Y. 

''Dear  Colonel  Coulson: 

"In  accordance  with  the  order  of  Judge  St.  Sure 
dated  May  21st,  1945,  the  Western  Pacific  Rail- 
road Company  has  paid  Sloss  &  Turner  $7,000.00, 
being  the  amount  allowed  for  services  during  the 
period  following  the  decision  of  the  Circuit  Court 
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of  Appeals,  together  with  $725.02  reimbursement 
for  expenses  incurred.  The  latter  amount  includes 
$705.82,  which  has  been  paid  to  Sloss  &  Turner  by 
your  firm  in  July  of  1943.  Under  date  of  July 
20th,  1943,  you  sent  us  a  check  for  $780.91.  On 
July  26th,  1943,  I  wrote  you,  pointing  out  that 
this  was  an  overpayment  of  $75.09,  the  check  for 
which  was  sent  you  under  cover  of  the  last-men- 
tioned letter.  The  balance  remaining  is  $705.82. 
A  check  for  $705.82  payable  to  Whitman,  Ransom, 
Coulson  &  Goetz,  is  enclosed  herewith." 

And  then  follows  the  paragraph — the  only  one 
that  has  any  bearing  here.  [1512] 

"I  take  it  that  this  closes  my  connection  with 
the  Western  Pacific  reorganization  proceeding.  Let 
me  at  this  time  express  my  pleasure  in  the  associa- 
tion with  you,  and  my  appreciation  of  your  many 
courtesies.  With  best  regards, 
"Yours  very  sincerely, 
and  signed  by  me. 


Re-Examination 
By  Mr.  Adams: 

''Mr.  Adams:  I  have  one  or  two  more  questions, 
possibly. 

"Q.  Judge  Sloss,  during  the  entire  course  of 
your  representation  of  the  Holding  Corporation  in 
the  bankruptcy  proceeding,  were  you  entirely  de- 
voted, so  far  as  your  activities  and  work  were  con- 
cerned, to  the  interests  of  the  corporation  to  the 
exclusion  of  any  other  interested  party? 
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"A.    Yes,  entirely. 

^'Q.  And  you  were  entirely  free  from  any  di- 
rection, domination  or  control  by  any  other  inter- 
ested party,  or  any  representative  or  agent  of  such 
party  ? 

"A.  Yes,  my  employment — my  representation 
was  directed  towards  getting,  if  we  were  able  to  do 
so,  more  recognition  of  the  position  of  the  corpora- 
tion as  a  stockholder  and  as  an  unsecured  creditor. 

"Mr.  Adams:     No  further  questions. 

''Mr.  Clark:  Nothing  further.  Judge.  Thank  you 
very  much. 

/s/  "MARCUS  C.  SLOSS."  [1513] 

(The  letter  referred  to  reads  in  words  and 
figures  as  follows:) 

"November  14,  1939 
Yia  air  mail. 
Hon.  M.  C.  Sloss, 
111  Sutter  Street, 
San  Francisco,  California. 

My  dear  Judge  Sloss : 

At  a  meeting  of  the  Board  of  Directors  of  the 
'Western  Pacific  Railroad  Corporation  held  on  Oc- 
ttober  10,  1939,  I  was  authorized  as  President  of 
I  the  Corporation  to  employ  local  counsel  in  San 
p  Francisco  to  represent  the  investment  of  this  Cor- 
'  poration  in  the  Federal  District  Court  of  Califor- 
'  nia.  Northern  District,  Southern  Division,  in  the 
'  proceedings  for  reorganization  of  the  AYestern  Pa- 
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cific  Railroad  Company.  This  Corporation,  as  you 
know,  not  only  owns  all  of  the  outstanding  stock 
of  the  Western  Pacific  Railroad  Company,  but  is 
a  general  creditor  for  [1513A]  advances  made  to 
that  company  aggregating  a  substantial  amount. 
Under  the  Commission  plan  which  is  now  before 
the  Federal  Court  in  San  Francisco  for  consider- 
ation the  interest  of  this  Corporation  both  as  stock- 
holder and  general  creditor  is  treated  as  of  no 
value.  This  treatment  of  the  claims  of  this  Cor- 
poration is  based  entirely  upon  Commission  esti- 
mates of  future  earnings,  as  both  the  investment, 
fully  depreciated,  in  the  Western  Pacific  Railroad 
Company  and  the  valuation  of  the  property  of  that 
company  made  by  the  Interstate  Commerce  Com- 
mission for  rate  purposes  considerably  exceeds  the 
total  of  debts  of  the  Western  Pacific  Railroad  Com- 
pany with  accrued  interest  to  date. 

Mr.  F.  C.  Nicodemus,  Jr.,  of  Pierce  &  Greer,  of 
40  Wall  Street,  New  York,  N.  Y.,  is  counsel  for 
this  Corporation.  In  the  pending  proceeding  for 
the  reorganization  of  the  Western  Pacific  Railroad 
Company,  however,  he  has  appeared  as  counsel  for 
that  company,  the  debtor  in  the  proceeding,  both  in 
the  Court  and  before  the  Commission.  He  will 
continue  to  appear  in  the  proceeding  in  that  capac- 
ity. It  is  the  view  of  the  Board  of  Directors  of 
this  Corporation  that  it  should  have  completely  in- 
dependent representation  in  the  Court  in  order 
that  its  claims  against  the  debtor,  both  as  stock- 
holder and  as  a  general   [1514]   creditor,  may  be 
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effectively  i^ressed  upon  the  Court.  While  you 
will  not  be  in  any  sense  under  the  control  or  di- 
rection of  Mr.  Nicodemus,  he,  as  counsel  for  the 
debtor,  will  be  glad  to  help  you  or  cooperate  with 
you  in  any  way  you  may  wish,  not  inconsistent 
with  his  desire  to  maintain  a  position  of  neutrality 
as  between  the  various  classes  of  security  holders. 

This  Corporation  has  about  5,000  stockholders. 
Mr.  A.  C.  James  and  companies  in  which  he  is  the 
dominating  stockholder  own  approximately  40% 
of  the  stock  of  this  Corporation.  Mr.  James'  inter- 
ests are  represented  by  Mr.  Coulson  who  is  formally 
appearing  in  the  reorganization  proceeding  for 
the  A.  C.  James  Co.,  which  is  a  secured  creditor  of 
the  Western  Pacific  Railroad  Company.  Mr.  Coul- 
son has  told  me  that  he  is  prepared  to  cooperate 
with  you  to  the  fullest  extent  you  may  desire  in 
the  preparation  of  your  objections  on  behalf  of  this 
Corporation  to  the  Commission's  plan  of  reorgan- 
ization, and  in  your  presentation  in  support  of  such 
objections. 

Mr.  Coulson  has  further  advised  me  that  he  has 
•arranged  to  secure  for  you  an  assurance  from  the 
Curtiss  Southwestern  Company,  that  to  the  extent 
your  reasonable  and  proper  fees  for  services  in  this 
reorganization  proceeding  are  not  allowed  by  the 
Court  in  the  [1515]  proceeding  or  paid  by  this  Cor- 
poration, the  Curtiss  Southwestern  Company  will 
make  such  payment  to  you.  The  Curtiss  South- 
western Company  is  desirous  in  its  own  interest  as 
a  substantial  stockholder  in  this  Corporation  that 
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an  adequate  and  effective  presentation  of  the  case 
for  the  equity  be  made  in  the  San  Francisco  court. 

Yours  very  truly, 

Original  signed  by 

/s/  T.  M.  SCHUMACHER, 
President. ' ' 

Mr.  Adams :     Now  I  should  like  to  call  Mr.  Levy. 
Mr.  Levy :    Are  you  referring  to  me,  Mr.  Adams  % 
Mr.  Adams :     No,  the  witness  is  ready  to  testify, 
I  believe. 

Mr.  Levy:     I  was  prepared. 

Mr.  Adams:     I  think  you  were  forewarned,  as 

well. 

Mr.  Levy:     Nevertheless  it  was  quite  a  shock. 

WILLIAM  G.  LEVY 

called  as  a  witness  on  behalf  of  the  defendant, 
sworn. 

The  Clerk:  Will  you  state  your  name  to  the 
Court,  please? 

A.    William  G.  Levy,  L-e-v-y. 

Direct  Examination 
By  Mr.  Adams: 

Q.     Where  is  your  place  of  business,  Mr.  Levy? 

A.     526  Mission  Street. 

Q.  That  is  the  ofBce  of  the  Western  Pacific 
Railroad  Company?  A.     That  is  correct. 
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Q.  And  what  is  your  office  in  the  railroad  com- 
pany? 

A.  I  am  the  auditor  of  the  freight  and  passen- 
ger accounts. 

Q.  You  have  been  engaged  in  business  for  the 
railroad  company — that  is,  been  an  employee  of  the 
company — for  a  little   over  25   years'? 

A.     That  is  right. 

Q.  How  long  have  you  been  the  auditor  of 
freight  and  passenger  business? 

A.     Since  July,  1948.  [1517] 

Q.  And  before  that  you  had  been  assistant  au- 
ditor of  freight  and  passenger  revenues? 

A.  Assistant  auditor  of  freight  and  passenger 
accounts. 

Q.    And  how  long  have  you  held  that  position? 

A.     Since  September,  1937. 

Q.  And  prior  to  that  time  you  held  various  posi- 
tions in  the  auditing  department  of  the  railroad 
your  duties  and  responsibilities  as  auditor  of 
freight  and  passenger  revenue  accounts? 

A.     That  is  correct. 

Q.  Now  will  you  please  describe  the  nature  of 
your  duties  and  responsibilities  as  auditor  of 
freight  and  passenger  revenues? 

A.  I  am  in  charge  of  the  department  where 
we  audit  all  of  the  freight  and  passenger  revenues 
derived  from  the  agents'  accounts  and  inter-line 
accounts  and  also  government  accounts. 

Q.  Is  your  department  a  section  of  the  audit- 
ing department?  A.    Yes,  it  is. 


1616        Western  Pacific  E.B.  Corp.,  et  al.,  vs, 

(Testimony  of  William  G.  Levy.) 

Q.    And  who  are  your  immediate  superiors? 

A.  Mr.  Gosney,  the  general  auditor,  and  Mr. 
Strachan,  the  assistant  general  auditor. 

Q.  Now  are  you  familiar  with  the  handling  of 
government  accounts? 

A.     I  am.     That  is  one  of  the 

Q.     That  work  is  under  your  jurisdiction? 

A.    Yes,  it  is. 

Q.  Are  you  familiar  with  the  terms  "  cut-backs '* 
and  ''refunds"?  A.     Yes,  I  am.  [1518] 

Q.  Please  state  what  your  understanding  of 
these  terms  is  as  regards  government  freight  ac- 
counts. 

A.  Well,  the  government  pays  our  bills  prior 
to  audit.  They  have  been  doing  that  for  a  good 
many  years.  Then  when  they  get  around  to  audit- 
ing it — it  is  quite  a  ways  behind — they  detect  what 
they  believe  are  overcharges,  and  they  file  claims 
with  us  for  them.  In  some  instances  we  make  the 
refunds  promptly,  but  in  other  cases  when  we  do 
not,  the  government  makes  deductions  from  a  cur- 
rent bill  that  they  happen  to  be  paying,  and  that 
deduction  is  termed  a  "cut-back." 

Q.  Now  were  you  asked  by  Mr.  Gosney  to  pre- 
pare an  analysis  of  the  cut-backs  and  refunds  made 
since  May,  1944,  on  government  freight  traffic  that 
terminated  on  the  Western  Pacific  system  for  the 
purpose  of  determining  the  total  amount  of  such 
cut-backs  relating  to  traffic  moving  in  each  of  the 
years  '42,  '43  and  the  first  four  months  of  '44? 
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A.    Yes,  I  was. 

Q.  And  when  were  you  asked  to  make  that 
analysis  % 

A.     In  the  latter  part  of  August,  1948. 

Q.    And  did  you  make  it?  A.    Yes,  I  did. 

Q.    When  was  it  completed? 

A.     Early  in  October,  '48. 

Q.  Was  this  analysis  made  by  employees  of  the 
railroad  company  in  your  department  under  your 
personal  supervision?  [1519] 

A.    Yes,  it  was. 

Q.     Please  describe  how  the  work  was  done. 

A.  Well,  I  designated  certain  persons  from  the 
office  to  gather  the  information  from  the  regular 
records  and  other  persons  to  sort  it  according  to 
the  years,  and  finally  operators  to  tabulate  the  fig- 
ures to  get  the  final  results. 

Q.  Now  I  hand  you  a  carbon  copy  of  a  tabula- 
tion entitled,  "Re-Distribution  of  the  Debits  to 
Freight  Revenue  made  during  the  Period  1944  to 
July  1948,  inclusive,  resulting  from  Government 
Cut-backs  and  Refunds  on  Government  Shipments 
Terminated  on  the  Western  Pacific,  Segregated  to 
Year  in  which  Traffic  Moved,"  and  I  also  hand  you,. 
Mr.  Levy — strike  that.  I  am  handing  you  this 
carbon  copy  (handing  to  witness). 

I  have  furnished  counsel  with  copies  of  this 
sheet. 

Is  that  a  copy  of  the  report  which  you  rendered 
upon  this  subject?  A.    Yes,  it  is. 


I 
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Mr.  Adams:  Now,  if  your  Honor  please,  I  will 
ask,  in  lieu  of  marking  the  carbon  copy,  that,  with 
the'  consent  of  counsel,  a  ribbon  copy,  which  has 
been  made  from  the  carbon  copy,  be  marked  as 
Defendant's  51  for  identification. 

(Analysis  prepared  by  the  witness  referred 
to  above  was  then  marked  Defendant's  Exhibit 
No.  51  for  identification.) 
Mr.  Clark:    Have  you  an  extra  copy  there,  Mr. 

Adams  % 

Mr.  Adams:     Yes,  and  I  will  ask  that  a  copy 
of  this  be  handed  [1520]  up  to  the  Court. 

(Copy  of  report  handed  to  the  Court  through 
the  Clerk.) 
Q.     (By  Mr.  Adams)  :    Mr.  Levy,  do  you  believe 
the  figures  shown  on  the  report  are  correct? 

A.     I  do. 

Q.     Do  they  include  any  cut-backs  or  refunds 

that  were  made  after  July  31,  1948? 

A.     No,  they  do  not. 

Q.  Can  you  tell  me  approximately  the  total 
amount  of  refunds  and  cut-backs  that  have  been 
made  since  July  31,  1948,  with  regard  to  traffic  ter- 
minating on  the  Western  Pacific  system? 

A.     They  amounted  to  $322,251.64. 

Q.  And  what,  approximately,  was  the  Western 
Pacific's  share  of  that  amount? 

A.     I  estimate  that  would  be  $109,000. 

Q.     Are  you  continuing  to  receive  claims  for  re- 
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funds  and  cut -backs  from  day  to  day  with  respect 

to  government  traffic  handled  during  the  war  years  % 

A.    We  are. 

Q.  Can  you  make  any  estimate  of  the  total 
amount  of  refunds  and  cut-backs  which  may  even- 
tually be  made  with  regard  to  wartime  traffic? 

Mr.  Phleger:  I  object  to  that  on  the  ground  it 
calls  for  the  conclusion  of  the  witness. 

Mr.  Adams:     I  submit  it,  your  Honor.  [1521] 

The   Court :     Sustained. 

Q.  (By  Mr.  Adams) :  Now,  Mr.  Levy,  referring 
to  Defendant's  51  for  identification,  the  schedule, 
are  any  of  the  amounts  shown  in  that  schedule  still 
in  dispute?  A.     Yes,  there  are. 

Q.  In  other  words,  some  of  the  amounts  which 
you  had  in  this  schedule  are  in  dispute  ? 

A.  Yes,  there  are  a  good  many  items  on  which 
we  rebilled  the  government  to  protect  our  claims, 
but  most  of  those  have  either  been  withdrawn  or 
settled.  However,  there  is  the  amount  of  $355,- 
800.41,  which  we  have  not  yet  withdrawn  as  to 
these  claims  and  of  that  amount  I  estimate  that 

Mr.  Phleger:     Well,  now,  I  ask  that 

Mr.  Adams:  Go  right  ahead.  I  ask  that  the 
witness'  answer  not  be  interrupted. 

Mr.  Clark:  He  wasn't  asked  to  estimate  any- 
thing. 

Mr.  Phleger:  I  submit  the  answer  is  not  re- 
sponsive. 

Mr.  Adams:     The  objection  was  interpolated  in 
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the  middle  of  the  witness'  answer.     I  wonder  if 
the  answer  may  not  be  completed,  and  then  would 
be  a  proper  time  for  the  objection,  after  the  ques- 
tion has  been  answered. 

The  Court:  Well,  can't  the  witness  answer  it 
a  little  more  briefly,  and  then  if  it  is  necessary  to 
make  an  explanation  you  may  ask  the  witness. 
That  gives  your  opponent  an  opportunity  to  ob- 
ject; otherwise  he  has  to  interrupt.  [1522] 
Mr.  Adams:     Surely. 

Q.    Now  a  moment  ago,  Mr.  Levy,  you  mentioned 
the  amount  $355,300.41,  as  being  the  aggregate  of 
the  amount  still  in  dispute,  which  related  .to  De- 
fendant's 51  for  identification'? 
A.     That  is  right. 

Q.  Now  approximately  what  part  of  that  $355,- 
300.41  is  the  Western  Pacific's  share? 
A.  I  estimate  it  to  be  $120,000. 
Q.  Now  taking  the  figures  on  Defendant's  51 
for  identification,  which  aggregate  $2,036,186.84,  are 
those  amounts  the  Western  Pacific's  share  of  cut- 
backs and  refunds '?  A.     They  are. 

Q.  And  they  do  not  include  the  share  of  such 
cut-backs  and  refunds  chargeable  to  connecting 
carriers  ?  A.     They  do  not. 

Mr.  Adams:  I  will  offer  Defendant's  51  for 
identification    as    Defendant's    Exhibit    51,    your 

Honor. 

Mr.  Phleger:  Your  Honor,  I  would  like  at  this 
moment  to  make  an  objection,  if  this  witness  is 
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not  prepared  to  testify  as  to  the  years  in  which 
these  payments  were  paid  out.  Otherwise,  it  is 
totally  misleading,  and  I  think  is  only  a  part  of 
the  story.  It  purports  to  say  the  year  in  which 
the  transportation  occurred,  and  we  think  we  are 
entitled  to  know  the  year  in  which  the  payments 
or  cut-backs  were  made.  Now  is  this  witness  going 
to  be  prepared  to  testify  to  that?  [1523] 

Mr.  Adams:     Are  you,  Mr.  Levy? 

A.     You  are  talking  now  about  which  figure? 

Q.     This  same  statement. 

A.     The  statement  of  $2,000,000? 

Q.  Yes,  this  $2,000,000  statement  shows  the 
amounts  of  cut-backs  and  refunds  on  the  debits 
between  '44  and  '48,  which  are  related  back  to  the 
years  by  determining  the  times  when  the  traffic 
moved,  is  that  right?  A.     That  is  right. 

Q.  Now  then,  what  Mr.  Phleger  wants  to  know 
is,  can  you  then  translate  these  figures  back  again 
to  the  years  in  which  the  debits  took  place? 

A.     I  can. 

The  Court :     You  mean  the  payments  took  place  ? 

Mr.  Adams:  Or,  as  is  stated  here,  the  debits 
to  freight  revenue  made.     The  same  thing. 

A.  I  can  say  they  were  all  made  subsequent  to 
April,  1944. 

Q.  And  they  were  made  during  the  period  May, 
'44,  to  July,   '48?  A.     That's  right. 

Mr.  Adams:     So  much  shows  here. 

Mr.   Phleger:     I   still   object,   because  it  is   our 
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position,  and  I  think  it  is  quite  evident,  that  whei 
a  cut-back  or  refund  credit,  tax  advantage  was 
taken  of  it,  and  if  the  cut-back  occurred  in  the  lasi 
eight  months  of  1944,  then  this  defendant  receivec 
just  as  much  advantage  taxwise  as  if  it  had  beer 
allowed  [1524]  in  this  year,  and  so  on,  so  that  un- 
less we  laiow  the  years  in  which  the  tax  advantage 
was  taken,  we  have  but  part  of  the  story.  Now 
as  I  understand  it,  the  exhibits  put  in  evidence  bj 
Mr.  Cockburn  simply  gave  the  gross  tax  effect  ii 
those  years  and  gave  no  credit  whatever  for  th( 
tax  advantage  which  in  fact  had  been  received,  anc 
we  think  we  are  entitled  to  have  evidence  of  that 
if  this  is  going  in.  [1525] 

*     *     * 

The  Court:  Wouldn't  you  then,  in  order  to  make 
that  picture  complete,  have  to  show  what  the  tax 
was  in  the  years  in  which  these  refunds  and  cut- 
backs were  advantaged  by  the  corporation  and  then 
credited  back  in  the  hypothetical  case?  Otherwise 
it  would  not  be  a  due  reflection. 

Mr.  Levy:  That  is  exactly  what  the  government 
required  in  the  Atchison  ruling,  and  they  so  stated 
expressly. 

Mr.  Adams:  The  Atchison  ruling  is  before  your 
Honor.  Of  course,  as  far  as  the  government  is  con- 
cerned, you  are  not  going  to  get  your  deduction 
twice.  That  has  been  ruled  more  than  once,  and 
what  opposing  counsel  are  suggesting  here  is  one 
way  in  which  to  determine  the  net  tax  savings. 
They  say  we  can't  have  our  deductions  twice,  but 
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they  put  us  against  the  proposition  that  we  are 
not  allowed,  to  calculate  anything  on  a  hypothesis 
because,  in  order  to  hypothesize  at  all,  you  have 
to  hypothesize  something  that  is  different  from 
what  took  place.  Now,  I  think  it  is  true  if  you 
want  to  carry  your  tax  calculations  in  and  out  and 
through  in  subsequent  years,  you  are  going  to  have 
different  [1526]  consequences,  and  then  you  are 
going  to  have  consequences  that  pile  on  conse- 
quences, because  that  is  the  way  the  tax  laws  work. 
But,  I  take  it,  that  this  evidence  as  it  stands  is 
evidence  of  the  amount  of  the  cut-backs  during 
those  years.  Now,  as  is  suggested  by  opposing 
counsel,  we  need  another  specification  of  these  fig- 
ures— I  think  I  am  right;  I  will  ask  Mr.  Levy — ■ 
that  w^e  did  not  get  the  tabulations  of  the  particu- 
lar years  from  which  they  were  taken  when  they 
were  taken  to  these  years. 

Q.     Is  that  right,  Mr.  Levy? 

A.     Will  you  repeat  that  question  ? 

Q.  (By  Mr.  A-dams)  :  Did  you  in  making  these 
calculations  which  carry  all  these  figures  back  to 
the  years  when  the  traffic  happened,  did  you  also 
note  the  years  in  which  the  payments  were  finally 
received?  In  other  words,  in  which  the  cut-backs 
finally  operated?  A.     No,  we  did  not.  [1527] 

■X-         *         * 

Mr.  Adams:  Before  Mr.  Levy  addresses  the 
court,  may  I  ask  the  witness  one  question  because 
of  the  suggestion  in  the  last  remarks  of  counsel 
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that  it  would  be  easy  to  get  the  figures  he  would 
like  to  get?  I  would  like  to  ask  the  witness  how 
much  work  would  be  involved  in  picking  the  items 
making  up  these  figures  and  positioning  them  with 
respect  to  the  years  in  which  the  debit  to  freight 
revenue  were  made. 

The  Witness:     It  would  be  quite  a  job.    It  would 

take  about [1532] 

*     *     4fr 

The  Court:  How  else  could  you  find  out  what 
the  effect  was  of  the  payments  which  were  made 
unless  you  recalculated  all  the  income  tax  returns 
in  the  years  in  which  these  payments  were  actually 
made? 

Mr.  Adams:  Let  me  see  if  I  can  get  this  clear 
with  Mr.  Levy. 

Q.  Mr.  Levy,  what  you  did  to  get  this  figure 
showing  the  amounts  with  respect  to  the  time  when 
the  traffic  was  handled  was  to  look  at  all  the  bills 
and  get  identification  one  by  one  of  the  traffic  han- 
dled any  time  with  relation  to  the  cut-back  or  re- 
fund, is  that  right?  A.     That  is  right. 

Q.  Now,  then,  what  you  will  have  to  do  to  get 
a  figure  after  the  time  when  the  cut-back  was  taken 
into  your  accounts — how  will  you  do  that? 

A.  I  just  have  to  rearrange  the  very  same  rec- 
ords from  which  these  figures  were  secured  accord- 
ing to  the  date  on  which  the  deductions  were  made 
from  our  earnings.  [1534] 
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Mr.  Adams:  Your  Honor,  as  to  the  offer  of 
Defendant's  51  [1537]  for  identification  in  evidence, 
I  have  concluded  to  submit  the  offer  without  a  re- 
quest for  leave  to  supplement,  and  take  a  ruling 
upon  it  as  the  record  stands. 

The  Court:  Well,  I  will  reserve  ruling  on  the 
admission  of  this  exhibit  until  I  have  an  oppor- 
tunity to  look  at  all  the  evidence  in  the  case. 

Mr.  Adams :  I  have  no  further  questions  of  Mr. 
Levy. 

The  Clerk:  The  exhibit  will  remain  marked  as 
51  for  identification,  your  Honor  ? 

The  Court:  That  is  right.  I  will  resei-ve  ruling 
on  the  admission  of  the  exhibit. 

Any  questions? 

Mr.  Phleger :     No  questions. 

Mr.  Clark :     Nothing  from  us. 
I  The  court:     You  .ay  be  excused. 

■  (Witness  excused.) 

Mr.  Adams:  Your  Honor,  at  this  time  I  have 
some  documents  to  offer  for  the  record,  and  I  will 
state  briefly  the  purpose  as  I  produce  the  docu- 
ments. In  support  of  the  showing  that  the  plaintiff 
corporation  had  no  use  in  itself  for  its  stock  loss, 
we  oft'er  photostatic  copies  of  the  corporation  in- 
come and  declared  value  excess  profits  tax  returns 
i 

of  the  corporation  for  the  year  1945,  and  the  cor- 
poration income  tax  return  of  the  corporation  for 
the  year  1946.  I  had  made  request  that  the  plain- 
tiff produce  the  originals,  but  I  take  it  it  would 
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be  satisfactory  [1538]  to  produce  photostatic  copies. 
They  might  be  Defendant's  Exhibit  52. 

Mr.  Phleger:  I  object  to  them  upon  the  ground 
they  are  incompetent,  irrelevant  and  immaterial. 

Mr.   Clark:     Same  objection,  your  Honor. 

Mr.  Phleger :  Just  because  we  are  poor,  it  is  not 
a  matter   of  evidence.   It  hasn't   anything  to   do 

with  it. 

The  Court:    Well,  there  is  no  objection  as  to  the 

return  itself? 

Mr.  Phleger:  No,  not  on  the  ground  of  com- 
petency. 

The  Court :     All  right,  let  it  be  marked. 

Mr.  Clark :     What  is  the  number  on  it  f 

The  Clerk:     52. 

Mr.  Adams :     52 A  and  B  % 

The  Court:     For  1945  and  1946,  did  you  say,  or 

'44  and  '45? 

Mr.  Adams:  No,  '45  and  '46.  And  I  direct  at- 
tention in  the  '45  return  to  the  amount  shown 
under  the  net  operating  loss  deduction  of  $42,403,- 
256.08,  being  the  remainder  of  that  big  loss  after 
portions   of   it   had  been  taken  up   in   the   prior 

returns. 

The  Clerk:     The  return  for  '45  will  be  marked 

52A  and  the  return  for  '46,  52B. 

(Return  for  1945  and  return  for  year  1946 
were  marked  52A  and   52B   in  evidence,   re- 
spectively.) 
Mr.  Adams:     Now,  your  Honor,  I  desire  to  read 
a  resolution  of  the  Board  of  Directors  of  the  West- 
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ern  Pacific  Railroad  Corporation  [1539]  at  a  meet- 
ing held  September  5,  1935,  my  purpose  being  to 
show  the  fact  that  the  plaintiff  corporation  recom- 
mended the  appointment  of  Mr.  Schumacher  as  one 
of  the  two  trustees.  I  will  read  the  resolution. 

Mr.  Phleger :     Just  a  moment.  We 

Mr.  Adams:  Just  a  moment;  from  page  927  of 
the  record. 

The  Court :     You  say  you  admit  that  ? 

Mr.  Phleger:  We  don't  think  it  is  material,  but 
we  will  admit  the  fact. 

Mr.  Adams :     May  I  read  it  ? 

Mr.  Phleger:  We  won't  agree  to  the  admissibil- 
ity, but  we  will  admit  the  fact. 

Mr.  Adams:  The  fact  being  that  the  Board  of 
Directors  of  the  corporation  on  that  date  adopted 
a  resolution  as  owner  and  holder  of  all  the  capital 
stock  of  the  Western  Pacific  Railroad  Company, 
recommending  the  appointment  of  Mr.  Schumacher 
as  one  of  the  two  trustees  of  the  property  of  the 
Western  Pacific  Railroad  Company,  to  be  appointed 
at  a  hearing. 

Mr.  Phleger:     Yes. 

Mr.  Adams :     Very  well,  your  Honor. 

Now,  I  desire  to  offer  as  Defendant's  53  a  photo- 
static copy  of  a  letter  of  November  28,  1943,  ad- 
dressed by  A.  R.  Baldwin,  then  an  officer  of  the 
Western  Pacific  Railroad  Corporation  in  New 
York,  to  C.  M.  Levey,  president  of  the  Western 
Pacific  Railroad  Company.  [1540] 

Mr.  Clark :     That  is  not  '43,  is  it  ? 
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Mr.  Adams:     '23. 

Mr.  Clark:     1923? 

Mr.  Adams:  Yes,  right.  And  I  will  read  briefly 
from  it: 

*'I  am  enclosing  herewith  two  statements  show- 
ing the  taxable  income  as  reported  to  the  Commis- 
sioner of  Internal  Revenue  by  the  Western  Pacific 
Railroad  Corporation  on  consolidated  returns  for 
the  years  1921  and  1922,  and  proposed  allocation 
of  the  taxes  to  the  various  companies,  the  income 
of  which  is  included  in  the  returns.  The  total  tax 
for  1921,  $31,813.09,  was  originally  paid  by  the 
Western  Pacific  Railroad  Company ;  and  of  the  tax 
for  1922,  $114,929.64,  three-quarters  has  been  paid 
by  the  Western  Pacific  Railroad  Corporation,  which 
company  will  pay  the  remaining  one-quarter,  which 
will  be  due  December  15,  1923.  The  method  of  allo- 
cation, vis.,  prorating  the  entire  amount  among  the 
companies  showing  taxable  income,  is,  so  far  as  we 
are  able  to  determine,  the  practice  followed  by 
other  companies  making  consolidated  returns. ' ' 

Mr.  Phleger:  Object  to  that  on  the  ground  it  is 
irrelevant,  incompetent  and  immaterial.  It  is  over 
20  years  before  the  events  here  in  litigation. 

Mr.  Adams :  Well,  the  showing  previously  made 
being  that  the  practice  there  described  was  since 
continuously  followed.  [1541] 

The  Court:  Well,  you  have  already  in  evidence 
an  exhibit  which  factually  shows  the  manner  in 
which  the  returns  were  filed.  What  good  does  it  do 
to  put  that  letter  in  ? 
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Mr.  Adams:  Particularly  because  the  author, 
who  describes  the  arrangement,  refers  to  it  as  being 
in  accordance  with  the  general  practice  among  rail- 
roads. 

Mr.  Clark:  Which  has  already  been  proved, 
your  Honor. 

The  Court:  I  don't  see  the  competency  of  that, 
either. 

Mr.  Adams:  I  don't  want  to  argue  it,  your 
Honor. 

The  Court:  I  think  you  have  everjrthing  in  the 
record  that  you  need  so  far  as  the  factual  situation 
is  concerned,  in  this  very  voluminous  exhibit  which 
gives  all  the  facts  as  to  what  was  done.  I  think  this 
unnecessarily  encumbers  the  record.  I  am  inclined 
to  be  as  liberal  as  is  possible,  but  I  think  there  is 
no  need  to  put  in  a  letter  of  1923  in  this  litigation, 
because  whatever  is  in  evidence  is  admitted  in  evi- 
dence, and  I  am  supposed  to  look  at  it,  and  so  an 
alert  lawyer  is  going  to  call  attention  to  some  con- 
spicuous phrase  in  some  document  in  1923  when 
this  case  gets  up  into  the  Circuit  Court,  the  record 
will  show  now  that  in  my  opinion,  it  just  doesn't 
serve  any  useful  purpose  so  far  as  the  issues  in  this 
case,  and  I  will  sustain  the  objection. 

The  Clerk:  Marked  for  identification,  your 
Honor  % 

The  Court :     Oh,  yes,  of  course. 

f  (Letter  dated  November  28,   1923,  referred 

to  above  was  then  [1542]  marked  Defendant's 
Exhibit  53  for  identification  only. ) 
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Mr.  Adams:  Your  Honor,  I  offer  as  Defend- 
ant's Exhibit  54  a  series  of  letters,  and  I  will  state 
the  nature  of  the  letters  and  my  purpose  in  offering 
them.  The  nature  of  the  letters  is  this:  It  is  cor- 
respondence between  counsel  to  the  corporation  and 
Mr.  Curry,  first  as  secretary  and  treasurer  and  later 
as  president  of  the  corporation,  concerning  stock- 
holders' meetings.  It  is  offered  in  response  to  Plain- 
tiff's Exhibit  19,  which  is  a  schedule  of  the  cor- 
poration's stockholders'  meetings,  1935  through 
1948.  It  would  not  be  offered  at  all  were  it  not  for 
the  fact  that  that  schedule  is  in  the  record  now. 

The  Court:  That  schedule  merely  lists  the  dates 
of  stockholders'  meetings. 

Mr.  Adams :  The  point  of  the  schedule,  as  I  un- 
derstand it,  is  to  show  that  there  were  numerous 
meetings  at  which  no  quorum  was  present.  The 
point  of  these  letters  is  to  show  that  in  the  letters 
consideration  is  given  from  time  to  time  to  the 
desirability  of  sending  out  proxies;  the  fact  being 
that  with  proxies  entirely  outside  of  the  James 
holdings,  a  meeting  could  have  been  held.  Those 
gentlemen,  the  corporation  officers,  and  the  counsel, 
considered  the  matter  and  decided  against  it.  We 
think  that  if  the  plaintiff's  exhibit  19  is  to  stand  in 
the  record  as  indicative  of  anything,  that  we  are  i 
entitled  to  put  in  the  responsive  showing. 

The  Court:  You  mean  as  to  why  the  stockhold- 
ers' meetings  [1543]  were  not  held? 

Mr.  Adams:     Precisely. 

The  Court:  If  that  is  the  point  of  the  corres- 
pondence, I  think  it  would  have  bearing. 
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Mr.  Adams :  It  is  offered  for  that  purpose. 

The  Court:  Well,  are  you  going  to  offer  a  lot 
of  letters'?  What  do  they  say?  What  do  they  talk 
about  in  those  letters  % 

Mr.  Adams:  Well,  take  the  first  one,  in  order, 
which  is  addressed  to  comisel  by  the  secretary  and 
the  treasurer  of  the  corporation,  and  it  asks : 

''I  should  like  to  have  your  opinion  as  to  how 
this  year's  meeting  should  be  handled.  That  is,  will 
we  pursue  the  same  course  as  we  did  last  year, 
sending  out  notices  only,  or  should  we  proceed  in 
the  regular  way?  If  we  do  the  latter,  it  will  entail 
considerable  labor  and  expense,  and  it  will  be  neces- 
sary on  next  Wednesday's  meeting  of  the  Board  to 
name  a  proxy  committee,  approve  form  of  proxy, 
and  a  proxy  statement. ' ' 

The  Court:  And  what  is  the  answer  to  that  let- 
ter, or  is  that  what  you  are ? 

K  Mr.  Adams:  Yes,  that  letter  is  April  23,  1940, 
counsel's  letter  in  reply — or  August  23,  rather, 
counsel's  letter  in  reply  of  August  28,  of  the  same 
subject  matter  on  the  same  question  says:  [1544] 

"It  is  our  judgment  that  you  should  this  year 
pursue  the  same  course  you  pursued  last  year;  that 
is,  issue  the  notice  in  the  usual  form,  but  do  not 
name  a  proxy  committee  or  request  proxies. 

The  Court :     Now  what  counsel  was  that  ? 

Mr.  Adams:    Mr.  Nicodemus. 

The  Court:  Well,  I  don't  suppose  that  your  op- 
ponents are  going  to  object  to  this. 

Mr.  Adams:     It  is  offered  only  in  response  to 
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their  showing  about  the  stockholders'  meetings  in 
the  absence  of  quorums. 

The  Court :  And  all  the  letters  are  along  the  same 
line? 

Mr.  Adams :    Yes,  your  Honor. 

The  Court:    Is  there  no  objection? 

Mr.  Clark :    We  haven't  seen  them. 

Mr.  Phleger :     I  have  no  objection. 

Mr.  Adams :     They  are  700  to  714. 

Mr.  Clark:  If  that  is  the  only  purpose,  there  is 
no  objection.  I  don't  know  what  is  in  them. 

The  Court :  Well,  Mr.  Adams  has  stated  the  gist 
of  them.  I  assume  that  is  what  they  are  offered  for. 

Mr.  Clark:  Well,  if  that  is  the  only  purpose, 
there  is  certainly  no  objection. 

The  Court:  Well,  do  you  want  them  marked  as 
one  exhibit? 

Mr.  Adams:  Yes,  if  your  Honor  please,  Defend- 
ant's 54,  [1545]  consisting  of  a  document  now 
marked  Railroad  Company  Defendants'  700,  and 
those  following,  to  714  inclusive. 

(Railroad  Company's  Exhibits  700  to  714  re- 
ferred to  above  were  thereupon  received  in  evi- 
dence and  marked  Defendant's  Exhibit  No.  54.) 

Mr.  Adams:     Now  I  have  a  set  of  letters  which 
I  can  identify  for  counsel  as  Railroad  Defendant's 
410,   411,   413,   414,   417—417   includes   a  lawyer 'si 
memorandum — Interveners '  224  and  228 ;  and  I  will| 
state  the  nature  of  these  letters. 

Plaintiffs  put  in  the  exhibit  Plaintiff's  45,  which 
is  an  opinion  rendered  by  Mr.  Polk  to  the  corpora- 
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tion  with  respect  of  Delaware  franchise  tax.  The 
interveners  put  in  on  the  same  subject  Interveners' 
Exhibits  5,  6,  7  and  8.  We  offer  these  documents, 
your  Honor,  which  are  dated  in  the  years  1944  and 
1945,  and  are  correspondence  between  Mr.  Curry, 
or  rather,  by  Mr.  Curry  and  by  Mr.  Nicodemus, 
dealing  with  that  subject  matter  in  response  to  the 
apparent  effort  of  our  adversaries  to  show  treat- 
ment of  this  subject  by  Mr.  Polk.  We  offer  these  to 
show  that  the  subject  was  dealt  with  between  the 
corporation  and  its  own  counsel,  Mr.  Nicodemus,  at 
the  same  time. 

The  Court:  Are  counsel  familiar  with  the  cor- 
respondence ? 

Mr.  Phleger:  Yes.  We  have  no  objection  to  it 
at  all. 

Mr.  Clark :  Limited  to  that  purpose,  we  have  no 
objection,  your  Honor. 

The  Court:     Very  well. 

Mr.  Adams:     Defendants'  55? 

The  Clerk :     Defendants '  55. 

I  (Railroad  Defendants'  Exhibits  on  deposi- 

tion 410,  411,  413,  414,  417,  and  Interveners' 
Exhibit  224  and  228  were  received  in  evidence 
and  marked  Defendants'  Exhibit  55.)  [1547] 

Mr.  Adams :  Now,  your  Honor,  we  make  an  of- 
fering in  response  to  the  issue  suggested  upon  yes- 
terday's examination,  concerning  whether  or  not  the 
plaintiff  corporation  knew  that  it  had  a  right  to 
file  a  separate  return.  The  document  which  I  now 
offer  consists  of  the  following:   Interveners'  275, 
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a  letter  from  the  General  Auditor  in  San  Francisco 
to  Mr.  Curry  asking  if  it  were  the  intention  of  the 
corporation  to  file  a  consolidated  return 

Mr.  Clark:     For  what  year,  please *? 

Mr.  Adams:  I  read  you  the  date  of  the  letter, 
didn't  1%  The  date  of  the  letter  is  February  8,  1941, 
and  it  is  for  the  year  1940.  Mr.  Curry's  letter  of 
February  10,  '41,  stating : 

"I  have  given  this  matter  careful  thought  and 
deliberation,  and  feel  that  in  accordance  with  the 
provisions  of  Section  730(a),  the  most  equitable 
arrangement  would  be  for  us  to  dispense  with  the 
filing  of  a  consolidated  return  in  this  particular 

instance. " 

Interveners'  279,  a  telegram  of  March  6,  1941, 
addressed  by  Mr.  DeGraff  to  Mr.  Curry: 

"Do  you  wish  me  to  prepare  tentative  declared 
value  excess  profits  tax  returns  for  each  of  the  com- 
panies *?" 

Mr.  Curry's  telegram  to  Mr.  DeGraff,  Interven- 
ers' 280— these  are  all  deposition  numbers— of 
March  7,  1941,  reading  [1548]  in  part  as  follows: 

"Find  in  looking  into  matter  our  accountant,  who 
resigned  in  February,  misunderstood  just  what  is 
required.  Holding  company  wiU  file  consolidated  re- 
turn as  in  previous  years." 

Interveners'  Exhibit  80,  telegram  from  Mr. 
Curry  to  Mr.  DeGrafC  of  March  1,  1945,  reading  in 

part  as  follows : 

"By  March  15  we  will  file  here  tentative  consoli- 
dated returns  for  corporation  for  entire  year  in- 
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eluding  its  subsidiaries,  to  May  1,  and  you  will  file 
in  San  Francisco  tentative  consolidated  return  of 
company  and  its  subsidiaries  from  May  1  to  end 
of  year,  and  consolidated  return  of  Western  Realty 
and  its  subsidiary  from  May  1  to  end  of  year.  As 
you  know,  one-fourth  estimated  tax  liability  must 
be  paid  at  that  time.  These  tentative  returns  are 
not  binding,  so  if,  after  further  calculation,  it  is 
found  more  advantageous  to  file  separate  returns, 
we  will  do  so  before  June  15." 

The  Court :     What  year  is  that  ? 

Mr.  Adams:  That  is  a  telegram  dated  March  1, 
1945,  and  refers  to  the  returns  for  the  year  1944. 

I  offer  these  documents  as  Defendants'  56. 

Mr.  Phleger:  Your  Honor,  I  don't  think  these 
are  material,  but  I  do  point  out  the  fact  that  here 
is  counsel  dumping  in  a  [1549]  lot  of  exhibits  like 
that.  Mr.  Curry  was  here  on  the  stand,  and  he  tes- 
tified that  all  these  type  of  wires  were  prepared 
for  his  signature,  and  he  just  signed  them.  I  think 
it  is  highly  improper  at  this  stage  of  the  trial  to 
start  in  dumping  in  letters  and  telegrams  sent  by 
witnesses  who  have  appeared  and  testified  on  the 
very  subject.  This  should  have  been  brought  in  on 
cross-examination  of  Mr.  Curry. 

Mr.  Clark:  Your  Honor,  I  think  Mr.  Adams 
will  concede  that  that  last  telegram  he  read  from, 
with  respect  to  the  '44  returns,  was  established  on 
deposition  to  have  been  prepared  by  Miss  Valouch 
under  Mr.  Polk's  advice. 

Mr.  Adams:     As  to  the  latter,  I  don't  know,  but 
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I    am   quite    confident   it  was   prepared   by  Miss 
Valouch. 

Mr.  Clark:     Yes,  although  signed  by  Mr.  Curry. 

Mr.  Adams:  Well,  Mr.  Curry  testified  about  all 
this  practice.  I  have  no  purpose  to  contradict  Mr. 
Curry's  testimony  in  any  respect,  but  what  I  do 
say  is  this,  your  Honor:  The  issue  to  which  this 
response  was  directed  was  raised  yesterday,  pre- 
sented to  us  yesterday,  when  a  point  was  made 
that  there  was  some  kind  of  a  difference  between 
advising  that  it  was  preferable  to  file  consolidated 
returns  from  a  ta^t  standpoint  and  advising  that 
you  had  a  right  to  file  separate  returns.  That  is  the 
reason  these  things  come  in. 

The  Court:  I  think  the  testimony  is  limited  to 
just  whether  or  not  the  witness  Polk  had  given  ad- 
vice, and  there  [1550]  was  some  difficulty  in  getting 
that  question  squarely  put  and  answered;  but  that 
was  the  extent  of  the  examination  on  that  subject, 
just  as  to  whether  or  not  he  had  made  that  state- 
ment to  them.  I  do  recall  that  the  Court  stated 
that  that  didn't  close  the  door  to  you  to  show  that 
there  was  an  understanding  on  that  subject  on  th( 
part  of  the  parties. 

Mr.  Adams:  This  is  the  current  record  that  we 
offer  in  writing,  and  in  response  to  that  question, 

Mr.  Clark:  We  have  no  objection  to  it,  you] 
Honor. 

Mr.  Phleger :  Well,  it  will  be  stipulated,  will  it, 
that  with  respect  to  the  last  telegram,  that  it  waj 
written  by  Miss  Valouch  under  the  direction  of  MrJ 
Polk  and  signed  by  Mr.  Curry? 

Mr.   Adams:     Whatever  the  record  shows;  am 
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Mr.  Curry's  deposition  I  will  agree  to.  I  have  no 
recollection  of  any  statement  one  way  or  the  other 
relating  to  this  particular  telegram  to  Mr.  Polk. 
If  you  have  a  recollection  of  that,  please  bring  the 
record  up,  Mr.  Phleger.  We  will  agree  on  the  depo- 
sition statement. 

Mr.  Clark:  Well,  it  will  take  some  time  for  us 
to  find  that  pinpoint  in  the  Curry  deposition.  I  may 
be  able  to  find  it  within  a  very  few  minutes. 

The  Court:  Well,  the  correspondence  may  be 
admitted.  I  think  the  objection  is  not  as  to  the 
admissibility,  but  really  to  the  weight  of  these  docu- 
ments. [1551] 

The  Clerk:     Exhibit  56. 

(Interveners'  Exhibits  275,  276,  279,  280,  80, 
on  deposition,  were  received  in  evidence  and 
marked  Defendants'  Exhibit  56.) 

Mr.  Adams :  Now  further  with  respect  to  the  tax 
matters,  and  having  reference  among  other  things 
to  the  testimony  of  Mr.  Cockburn  on  the  reposition- 
ing of  the  loss  of  the  Deep  Creek  Railroad  Com- 
pany, and  having  reference  also  to  the  current 
record  of  the  disposition  of  tax  questions  by  Mr. 
Curry,  I  offer  two  letters,  Railroad  Exhibits  249 
and  255,  each  of  these  being  from  Mr.  Curry  to 
Mr.  DeGraff,  and  to  indicate  what  I  have  in  mind, 
I  will  read  briefly  from  one  of  them. 

Mr.  Clark :     Just  a  moment,  please. 

Mr.  Adams:  The  dates  are  July  14,  1942,  and 
August  25, 1942. 

Are  you  ready  ? 
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Mr.  Clark :    Just  a  moment.  Yes. 

Mr.  Adams:  Exhibit  249  says,  tlie  second  para- 
graph : 

"With  reference  to  the  losses  sustained  account 
abandonment  of  Deep  Creek  Railroad,  it  has  oc- 
curred to  us  that  this  loss  might  be  considered  by 
the  Internal  Eevenue  Bureau  as  a  1939  loss;  in 
view  of  the  fact  that  the  Interstate  Commerce 
Commission  issued  certificate  permitting  this  aban- 
domnent  July  1, 1939."  [1552] 

And  in  255,  from  the  second  paragraph : 

"From  the  infonnation  contained  in  our  records, 
it  appears  this  loss  should  be  charged  off  in  1939,  as 
it  is  our  understanding  the  Revenue  Bureau  has 
ruled  such  losses  should  be  written  off  the  year  the 
securities  have  been  asceii:ained  as  worthless.  How- 
ever, due  to  the  large  amount  involved,  we  would 
not  want  to  take  it  out  of  1940  unless  we  are  cer- 
tain that  there  is  no  possible  reason  for  keeping  it 
in  that  year. ' ' 

Mr.  Phleger:  I  submit  these  are  totally  and 
wholly  immaterial  and  irrelevant.  They  are  written 
in  1942  about  tax  transactions  in  '39. 

Mr.  Clark :  They  are  also  the  type  of  letter,  your 
Honor,  that  Mr.  Curry  testified  was  prepared  by 
Miss  Valouch  in  each  instance,  regarding  tax  mat- 
ters, and  he  is  not  here  to  give  us  the  benefit  of  that 
testimony,  if  there  is  any  effect  to  be  argued  from 

that. 

Mr.  Adams:  Your  Honor,  we  have  said  before, 
and  I  think  it  is  a  fair  statement,  that  the  current 
written  record  at  the  time  is  the  best  evidence.  I  do 
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not  offer  this  in  any  wise  as  contradicting  any  tes- 
timony that  Mr.  Curry  gave.  I  offer  it  as  current 
evidence  of  the  things  that  he  dealt  with  at  the 
time. 

Mr.  Phleger :  Well,  then,  it  was  certainly  proper 
cross-examination  [1553]  of  Mr.  Curry;  it  is  di- 
rected to  showing  that  Mr.  Curry,  I  suppose,  was 
a  very  able  tax  man. 

Mr.  Adams:  No,  no,  that  is  not  a  proper  state- 
ment. 

Mr.  Phleger :  Now,  the  appropriate  time  to  have 
submitted  this  was  when  Mr.  Curry  was  here. 

Mr.  Adams :     I  won't  argue  it  further. 

The  Court :  Well,  is  there  very  much  materiality 
to  this? 

Mr.  Adams :  Your  Honor  has  heard  all  the  ma- 
terial that  I  consider  significant. 

The  Court :     This  is  the  last  document  ? 

Mr.  Adams:  No,  your  Honor,  I  have  two  or 
three  more. 

The  Court:  Well,  I  can't  see  any  particular  ma- 
teriality to  it,  but  what  bothers  me  more  is  that 
counsel  may  feel  that  it  is  a  subject  that  they  might 
want  to  cover,  and  Mr.  Curry  is  gone — or  is  he 
still  here  ? 

Mr.  Phleger:  I  think  he  is  leaving  tonight  or 
tomorrow  morning.  We  wouldn't  counter  it.  It  is 
wholly  immaterial  and  irrelevant.  That  is  the  only 
point;  it  is  just  making  a  bigger  record  here,  and 
we  think  it  is  wholly  unnecessary. 

Mr.  Adams:  We  haven't  caught  up  to  the  other 
party's  numbers  yet. 
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The  Court :  Well,  I  understand  from  Mr.  Adams 
that  we  are  getting  to  the  end  of  the  rope,  so  I 
think  I  will  let  it  in. 

The  Clerk:     57.  [1554] 

(RR.  Defendants'  Exhibits  249  and  255  were 
received  in  evidence  and  marked  Defendants' 
Exhibit  57.) 

Mr.  Adams:  Now,  your  Honor,  I  offer  as  De- 
fendants' Exhibit  58  a  document  now  marked  Rail- 
road Defendant's  Exhibit  950,  being  a  copy  of  a 
letter  dated  December  17,  1945,  addressed  by  Mr. 
Elsey  to  Mr.  Wood,  or  to  Wood,  Walker  &  Com- 
pany, 63  Wall  Street,  New  York,  and  containing  the 
following.  The  letter  is  written  in  answer  to  an  in- 
quiry from  that  company. 

"With  respect  to  the  stock  of  the  Western  Pa- 
cific Railroad  Company,  I  think  that  perhaps  the 
best  explanation  is  that  contained  in  our  1944  an- 
nual report  under  the  heading  of  'Taxes,'  which  is 
quoted  below. ' ' 

And  then  follows  the  complete  quotation  of  the 
statement  under  the  heading  of  "Taxes,"  contained 
in  the  1944  report. 

We  offer  this  as  evidence  of  notice  to  the  director 
Willis  Wood,  who  was  one  of  the  directors  of  the 
plantiff  coil)oration  at  the  time  of  this  letter,  and 
in  view  of  the  fact,  your  Honor,  that  his  deposition 
here  read  in  evidence  indicates  that  his  recollection 
was  not  clear  or  definite  with  regard  to  this  matter, 
and  he  had  some  recollection  that  he  did  not  know 
about  it  long  after  the  date  of  this  letter. 
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Mr.  Phleger:  Your  Honor,  that  is  a  letter  to 
the  statistical  department  of  a  firm  of  which  Mr. 
Wood  was  a  limited  partner,  and  he  has  testified  in 
his  deposition,  which  has  been  introduced  in  evi- 
dence, that  he  had  no  notice  and  received  no  [1555] 
notice  from  it. 

The  Court:  This  is  a  letter  that  went  to  what 
firm? 

Mr.  Adams:  Mr.  Willis  Wood's  firm,  he  being  a 
limited  partner  in  that  firm.  You  recall  the  testi- 
mony that  he  had  been  a  partner  in  a  variety  of 
investment  houses,  and  this  is  the  latest  one.  Wood, 
Walker  &  Company,  in  which  he  is  now  a  limited 
partner.  The  gentleman  is  some  77  or  78  years  of 
age  at  this  time.  This  is  the  gentleman  who  had 
been  for  a  good  many  years  a  member  of  the  official 
body  of  the  New  York  stock  exchange. 

I  am  just  offering  it  to  prove  notice,  your  Honor, 
because  these  gentlemen's  recollection  of  what  they 
knew  about  this,  in  this  case,  was  quite  obscure. 

The  Court:  Well,  this  elderly  gentleman  who 
was  a  limited  partner  in  this  firm  in  this  period — 
I  am  now  supposed  to  draw  from  this  letter  some 
evidence  that  he  had  notice  ? 

Mr.  Adams:  Certainly.  What  this  letter  proves 
is  that  the  very  docimient  that  would  give  him 
notice  went  to  his  company.  It  was  available,  and 
we  think  that  it  is  material  in  showing  that,  re- 
gardless of  the  inference  your  Honor  draws  further 
from  it 

The  Court:     Well,  I  will  sustain  the  objection. 
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Mr.  Adams:     May  it  be  marked,  if  your  Honor 
please,  for  identification  as  Defendants'  Exhibit  58? 
The  Court:    Yes.  [1556] 

(Letter  dated  September  17,  1945,  Elsey  to 
Wood,  Walker  &  Company,  was  marked  De- 
fendants' Exhibit  58  for  identification.) 

Mr.  Adams :  Now  next,  your  Honor,  I  desire  to 
offer  Railroad  Defendant's  Exhibits  795,  796  and 
797.  These  are,  respectively,  schedules  as  respects 
Russell  M.  Van  Kirk,  deceased,  of  all  purchases  and 
sales  of  Western  Pacific  Railroad  Corporation  pre- 
ferred stock ;  J.  S.  Farlee  &  Company,  confirmation 
of  all  purchases  and  sales  of  preferred  stock  to 
April  10,  1948;  and  J.  S.  Farlee  &  Company,  con- 
firmation of  purchases— wait.  No,  that  is  part  of 
the  same  one.  And  Western  Pacific  Railroad  Cor- 
poration preferred  stock  given  by  Russell  M.  Van 
Kirk  to  Mrs.  Russell  M.  Van  Kirk,  and  owned  and 
held  by  her.  These  documents  are  offered,  as  were 
the  similar  schedules,  with  respect  to  the  intervener 
Offerman,  to  which  your  Honor  sustained  an  ob- 
jection. 

Mr.  Clark:  And  to  which  we  now  object,  your 
Honor,  upon  the  same  ground,  that  it  is  incompe- 
tent, irrelevant  and  immaterial. 

Mr.  Adams:  Now  may  I  say,  your  Honor  will 
recall  at  that  time  we  had  some  argument,  and  I 
don't  want  to  repeat  it  at  all,  in  which  reference 
was  made  to  the  Comstock  case,  among  other  things. 
I  have  since  looked  at  some  cases  with  respect  of 
a  right  of  stockholders  to  intervene.  That  is  wha" 
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these  cases  specifically  are;  they  come  up  on  mo- 
tion to  intervene,  and  there  is  authority,  specifically 
on  the  proposition  that  the  [1557]  courts  may  hear 
and  consider  the  investment  position,  the  date  year 
of  acquisition  and  all  the  factors  that  are  covered 
in  these  schedules,  because  these  schedules,  as  your 
Honor  well  knows,  are  designed  to  show  how  late 
these  gentlemen  in  this  company  came  into  this  cor- 
poration and  at  what  prices.  I  offer  the  schedules 
without  imposing  duplicate  argument  upon  the 
Court;  but  I  do  think  we  are  entitled  to  them,  as 
I  did  think  at  the  time. 

Mr.  Clark:  We  will  object  to  them,  your  Honor, 
upon  the  ground  it  is  incompetent,  irrelevant  and 
immaterial. 

The  Court:  I  will  make  the  same  ruling  as  I 
did  in  connection  with  the  other  exhibit;  59  for 
identification. 

Mr.  Adams:  59  for  identification  will  consist  of 
these  three  documents,  your  Honor. 

The  Court :    Very  well. 

(Railroad  Company's  Exhibits  795,  796  and 
797  on  deposition  were  marked  Defendants' 
Exhibit  59  for  identification.) 

Mr.  Adams :  Now,  your  Honor,  I  offer  the  Form 
174  Revised,  which  is  one  of  these  monthly  oper- 
ating results,  and  general  statistics,  printed  papers 
of  the  Western  Pacific  Railroad  Company  for  the 
month  of  November,  1943.  This  is  offered  for  a  very 
limited  purpose;  the  plaintiffs  put  in  Exhibit  74 
and  75  with  regard  to  the  1943  income  tax  accruals, 
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and  I  don't  remember  which  of  these  exhibits  it  is, 
or  both  of  them,  but  they  contain  estimates  of  the 
amount  of  accrued  tax  liability  [1558]  in  the 
amount  of  about  $8,250,000.  Then  the  record  shows 
that  the  accruals,  as  at  the  end  of  the  year  and 
before  they  were  reversed,  amounted  to  $7,000,000. 
So  there  is  an  imexplained  gap  of  a  million  and  ■ 
a  half  dollars.  To  meet  that  unexplained  gap  be- 
tween those  two  papers,  I  offer  this  document,  ; 
which  shows  that  in  November  estimated  back  pay 
accrued  on  account  of  wage  increase  was  entered 
in  an  amoimt  of  nearly  a  million  dollars  and  had 
a  corresponding  effect  on  the  tax  accruals.  That  is 
the  sole  purpose,  and  if  counsel  will  accept  my 
statement,  I  needn't  offer  the  document.  I 

Mr.  Phleger :     I  will  accept  the  statement. 

Mr.  Clark:    Accepted. 

Mr.  Adams:  Now,  then,  your  Honor,  I  should 
like  to  read  from  the  minutes  of  a  special  meeting 
of  the  board  of  directors  of  the  plaintiff  corpora- 
tion held  at  the  residence  of  Mr.  T.  M.  Schumacher 
in  New  York  on  Wednesday,  August  13,  1947,  and 
state  the  directors  that  were  present  at  that  meet- 
ing, who  were:  Mr.  Curry,  W.  W.  Hatton,  F.  C. 
Nicodemus,  Jr.,  A.  Perry  Osborn,  T.  M.  Schu- 
macher, M.  C.  Valouch,  and  Willis  D.  Wood. 

Now,  at  the  page  marked  103  of  the  minute  book, 
of  the  minutes  of  that  meeting,  there  appears  the 

following : 

"The  Board  considered  at  length  the  question  of 
withdrawing  the  offer  of  settlement  in  view  of  the 


Western  Pacific  R.R.  Company,  etc.        1645 

fact  that  the  Railroad  Company  refused  to  stipu- 
late a  withdrawal  of  its  technical  defenses.  [1559] 
After  full  consideration,  it  was  the  judgment  of  the 
Board  that  any  withdrawal  of  the  offer  of  settle- 
ment would  be  prejudicial  to  this  corporation  and 
its  stockholders." 

I  think  counsel  will  agree  with  my  further  state- 
ment that  the  minutes  of  the  meeting  also  contain 
a  copy  of  the  stipulation  which  was  thereafter  exe- 
cuted, and  of  counsel's  opinion  with  regard  to  that 
stipulation. 

Mr.  Phleger:  I  object  to  it  as  incompetent,  ir- 
relevant and  immaterial.  It  took  place  long  after 
this  suit  was  filed. 

Mr.  MacKinnon :  The  competency  is  conceded  of 
all  these  documents. 

Mr.  Phleger:  Yes,  you  are  quite  right.  There  is 
no  objection  on  the  ground  of  competency,  but  it 
is  irrelevant  and  immaterial. 

Mr.  Adams:  The  relevance  of  the  portion  I 
read,  your  Honor,  is  this — it  is  relevant  on  two 
grounds  and  in  two  respects:  In  one  respect,  it 
shows  certainly  that  this  independent  board  of  di- 
rectors seriously  considered  a  refusal  to  go  along 
with  the  then  pending  offer  of  settlement.  It  is  a 
curious  coincidence  that  it  happened  that  that  was 
the  date  that  the  Commissioner  acceped  it,  but  this 
board  didn't  know  that  when  it  took  this  action. 

Mr.  Clark :     Didn  't  know  that  ? 

Mr.  Adams:  It  couldn't  possibly  be  known  until 
the  [1560]  second  day. 
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Mr.  Clark:     Because  the  second  Krigbaum  letter,  J 
of  course,  was  known. 

Mr.  Adams:  Counsel  of  course  can  make  his 
argument  when  his  time  comes,  and  I  should  not, 
perhaps,  be  arguing,  but  I  was  asked  to  reply  to  a 
statement  with  regard  to  the  relevance  of  the  offer 
I  have  just  made,  and  I  have  stated  one  gromid 
of  relevance.  1 

Now,  another  ground  of  relevance  is  this,  your 
Honor :  This  is  significant  of  the  nature  of  the  claim 
that  is  presented  here  to  your  Honor.  It  is  signifi- 
cant that  here,  even  at  that  date,  with  a  settlement 
available  that  everyone  knew  was  a  very  fine  set- 
tlement to  this  transaction,  these  gentlemen,  who 
hadn't  a  dime  in  the  interest,  only  a  claim  in  litiga- 
tion, seriously  gave  consideration  to  throwing  that  j 
settlement  overboard  unless  the  defendant  corpora-  | 
tion  would  waive  the  defense  of  the  bar  of  reor- 
ganization. 

Now,  we  think  that  is  significant  in  this  case,  and 
we  offer  the  material  I  have  just  read  in  support 

of  that. 

The  Court:  Well,  what  is  the  significance  of  it? 
You  say  you  think  it  is  significant? 

Mr.  Adams :  It  is  significant  of  the  nature  of  the 
equity  that  is  brougth  before  your  Honor,  that  is 
in  fact  predicated  upon  a  force  position. 

The  Court:  You  mean  that  the  Court  should 
consider  against  [1561]  the  plaintiffs  the  fact  that 
they  were  rather  forceful  about  asserting  their 
point  % 
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Mr.  Adams:  Oh,  no,  your  Honor;  the  thing  they 
considered  doing  is  the  thing  that,  in  my  judgment, 
is  indefensible. 

The  Court:  Well,  sometimes  litigants,  with  re- 
sourceful attorneys,  are  very  successful  in  holding 
a  heavy  cudgel  over  the  heads  of  their  opponents, 
if  they  want  to  get  some  result  out  of  it.  What  has 
that  got  to  do  with  the  essential  merits  of  this?  It 
is  just  a  little  atmosphere  to  the  thing  that  you  don't 
like,  because  you  think  they  were  too  tough  about 
it.  But  that  hasn't  anything  to  do  with  the  merits 
of  the  controversy  itself.  I  don't  see  that  it  has  any 
relevance  in  the  matter. 

Mr.  Adams:  Well,  it  certainly  is  material,  is  it 
not,  your  Honor,  to  establish  the  fact  of  the  inde- 
pendence of  this  board  of  directors,  it  being  still 
suggested  that  they  were  dominated  and  controlled  ? 

The  Court:  Well,  at  that  time  coimsel  were  here 
on  both  sides  of  the  case  in  my  court,  presenting 
these  very  stipulations  for  approval,  and  for  an 
order  of  court;  so  they  were  dealing  then  at  arm's 
length.  There  wasn't  any  question  about  that.  They 
were  in  here  in  court. 

Mr.  Adams :     That  is  right. 

Mr.  Clark :  In  fact,  the  interveners  came  in  and 
asked  for  an  injunction  on  this  very  thing.  [1562] 

The  Court:  I  will  sustain  the  objection  to  the 
relevancy. 

Mr.  Adams :  Very  well,  your  Honor.  I  need  not 
offer  the  document,  since  the  offer  I  read  was  all 
the  offer  I  intended  to  make. 
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Now,  I  have  one  further  document.  So  I  hope 
that  is'  successf uh  The  document  is  Railroad  Com- 
pany Defendant's  Exhibit  120,  and  is  a  copy  of  the 
by-laws  of  the  plaintiff  corporation  as  amended  to 
July  28,  1942;  and  being  at  the  time  it  was  pro- 
duced, upon  the  taking  of  the  depositions,  the  latest 
amendment.  These  by-laws  describe  the  functions  of 
the  various  ofBcers,  to  which  Mr.  Curry  has  had 
reference  from  time  to  time  in  the  course  of  his 

testimony. 

The  Court:    Any  objection  to  the  by-laws  of  the 

corporation  1 

Mr.  Phleger :     No. 

Mr.  Clark :    None  from  us,  your  Honor. 

The  Clerk:     No.  60. 

(Railroad  Company  Defendant's  Exhibit  120, 
corporation  by-laws,  was  received  in  evidenc(^ 
and  marked  Defendants'  Exhibit  60.) 
*     *     * 
Mr.  Matthew:     If  the  Court  please,  it  will  tak( 
but  a  moment.  I  just  want  to  suggest  a  stipulatioi 
that  the  final  [1563]  order  of  March  28,  1946,  i 
the  reorganization  proceeding  was  served  upon  a 
parties  to  the  reorganization  proceeding  as  well  ai 
counsel,  and  the  publication  was  also  made  in  ac 
cordance  with  the  terms  of  the  order.  That  appear 

in  the  record. 

Mr.  Phleger:     Subject  to  check,  that  is  all  right. 

Isn't  that  recited  in  the  final  order  itself,  that 
notice  was  given*? 

Mr.  Matthew:     Oh,  yes,  as  far  as  that  is  con- 
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cerned.  I  am  talking  about  service  of  the  final  order 
itself.  There  is  ample  evidence — it  also  appears  that 
the  notice  of  the  hearing  upon  the  petition  was  like- 
wise given  in  regular  course,  but  I  simply  want  to 
establish  the  fact  that  the  final  order  was  served  in 
the  regular  course. 

Mr.  Phleger:  If  you  say  that  it  was,  we  will 
agree  that  it  was. 

Mr.  Matthew :  I  think  we  need  no  stipulation  to 
further  orders  because  counsel  will  agree  that  they 
were  received  in  regular  course. 

Mr.  Adams :    We  rest. 

Mr.  MacKinnon :  The  defendant  Western  Realty 
Company  rests,  your  Honor. 

(Defendants  rest.) 

Mr.  Phleger :  The  plaintiff  will  now  offer  in  evi- 
dence as  Plaintiff's  Exhibit  81  the  Federal  corpora- 
tion income  and  declared  value  excess  profits  tax 
return  of  the  defendant  [1564]  railroad  and  affili- 
ated companies  for  the  calendar  year  1945,  and  as 
81-B  the  excess  profits  tax  return  for  the  same  year, 
1945,  and  as  Plaintiff's  next  exhibit,  82,  the  cor- 
poration income  tax  return  of  the  Western  Pacific 
Railroad  Company  and  affiliated  companies  for  the 
calendar  year  1946 ;  and  as  the  next  exhibit,  the  cor- 
poration income  tax  return  for  the  Western  Pacific 
Railroad  Company  and  affiliated  companies  for  the 
calendar  year  1947. 

(The  documents  referred  to  were  marked  re- 
spectively Plaintiff's  Exhibits  81-A,  81-B,  and 
'        82  and  83.) 
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The  Court :     Very  well. 

Mr.  Phleger :     The  plaintiff  rests. 

Mr.  Clark:  Your  Honor,  we  have  only  one  for- 
mal matter  [1565]  on  the  part  of  the  interveners, 
and  that  is  according  to  the  record  at  page  716  I 
did  not  get  the  concession  which  was  agreed  on 
substantially  on  pre-trial  relative  to  the  stock  hold- 
ings and  dates  of  acquisition  of  the  intervening 
stockholders.  The  stipulation  I  asked  for  appears  at 
page  716.  The  record  does  not  indicate  that  anyone 
responded  except  Mr.  Adams,  who  had  some  quali- 
fication of  it,  so  I  will  now  ask  for  the  agreement 
and  the  concession  I  asked  for,  namely,  that  the 
intervener  Henry  Overman  now  owns  4,080  shares 
of  the  preferred  stock  of  the  plaintiff  corporation; 
that  he  held  3,903  shares  at  the  time  the  deposition 
in  this  case  was  taken,  and  has  been  a  stockholder 
of  the  plaintiff  since  July  7,  1942;  that  the  inter- 
vener J.  S.  Farlee  &  Company,  Inc.,  is  now  the 
owner  of  10,000  shares  of  preferred  stock  of  the 
plantiff  corporation,  and  at  the  time  of  the  deposi- 
tions—this is  in  answer  to  Mr.  Adams'  suggestion 
at  the  time  I  first  asked  for  this  concession— Farlee 
owned  9,320  shares  and  had  been  a  stockholder  since 
January  7,  1944;  and  that  Meredith  H.  Metzger, 
formerly  Meredith  H.  Van  Kirk,  who  was  substi- 
tuted for  her  deceased  husband  by  order  of  this 
Court  on  January  28,  1949,  is  the  owner  of  11,385 
shares  of  the  preferred  stock  of  the  plaintiff,  8,200 
shares  of  which  were  distributed  to  her  from  the 
estate  of  her  deceased  husband,  and  that  he  had 
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been  a  stockholder,  that  is,  Russell  M.  Van  Kirk, 
of  the  plaintiff  corporation  since  Febiniary  23,  1944. 
Now,  may  I  have  that  concession  from  you,  Mr. 
Phleger?  [1566] 

Mr.  Phleger:     Yes, 

Mr.  Clark :     And  Mr.  MacKinnon  ? 

Mr.  MacKinnon:  I  am  looking  for  the  pre-trial 
minutes  because  I  do  not  remember  what  was  said. 
May  I  see  the  transcript?  I  will  abide  by  whatever 
I  agreed  to  abide  by. 

Mr.  Clark:  We  offered  a  stipulation,  if  your 
Honor  please,  at  the  pre-trial,  a  written  stipulation 
in  which  these  figures  and  dates  appear.  The  stipu- 
lation contained  some  other  matters,  it  having  been 
incorporated  between  Mr.  Phleger 's  office  and  mine 
in  the  one  stipulation,  and  with  respect  to  this 
stockholders'  matters,  Mr.  MacKinnon  and  Mr. 
Adams  said  that  they  would  take  at  the  trial  our 
statement  as  to  the  amount  of  stock  that  was  held 
and  the  dates  of  acquisition.  They  have  had  access 
to  the  certificates  and  opportunity  to  examine  them 
on  deposition.  There  is  no  question  about  the  fact 
at  all. 

Mr.  Adams:  Your  Honor,  as  I  believe  I  stated 
at  the  pre-trial — and  I  am  speaking  from  mem- 
ory— I  accept  Mr.  Clark's  statement  with  regard 
to  the  present  ownership  of  the  number  of  shares 
held,  but  as  I  believe  I  further  stated  at  the  pre- 
trial, no  concession  on  my  part  or  agreement  which 
I  have  made  for,  the  substitution  of  Mrs.  Metzger, 
formerly  Mrs.  VanKirk,  as  a  party  is  to  relieve 
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her  from  the  defenses  good  as  against  her  husband. 
That  was  the  understanding.  On  that  understandmg 
I  will  accept  Mr.  Clark's  statement  with  regard  to 
the  number  of  shares  of  stock  held  by  each  of  the 
interveners  whose  names  he  [1567]  has  called  off. 

Mr.  Clark:  And  the  dates  of  acquisition,  Mr. 
Adams?  And  the  dates  I  gave  for  the  original 
acquisition? 

Mr.  Adams:  I  think  they  are  correct,  and  I  as- 
sume they  check  with  the  schedule. 

Mr.  Clark :     They  do,  and  I  checked  them. 

Mr.  MacKinnon : ,  I  will  accept  whatever  I  agreed 
to  on  pre-trial,  your  Honor.  I  have  tried  but  I  can- 
not find  what  I  agreed  to.  Nobody  has  the  minutes. 
I  am  not  questioning  their  stockholdings. 

The  Court:  Let  us  end  it.  Will  you  stipulate 
that  you  will  accept  Mr.  Clark's  statement  subject 
to  check? 

Mr.  MacKinnon:     Certainly,  subject  to  cheek. 

The  Court:  If  we  do  not  hear  from  you  to  the 
contrary,  you  have  agreed  to  it. 

Mr.  MacKinnon:     Absolutely. 

Mr.  Clark:     The  interveners  rest,  your  Honor. 

Mr.  MacKinnon:  At  this  time  I  make  a  motion, 
as  I  made  a  motion  at  the  end  of  the  interveners' 
case,  to  dismiss  the  complaint  and  I  am  prepared 
to  argue  it  at  length  or  to  save  your  Honor's  bur^ 
den  of  hearing  it,  whichever  you  desire,  because  I 
think  the  interveners  have  failed  completely  in 
making  any  case  here,  and  I  say  that  particularly 
in    view    of    the    reckless    charges — the    reckless 
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charges — and  I  am  using  the  word  advisedly,  of 
these  interveners  with  respect  to  Mr.  Coulson,  the 
James  [1568]  Foundation  of  New  York,  because 
there  isn't  an  iota  of  evidence  of  conspiracy  which 
they  charge  in  their  complaint.  There  is  not  an  iota 
of  evidence  that  the  James  Foundation  of  New 
York  dominated  or  controlled  this  picture.  There 
is  not  an  iota  of  evidence  that  Col.  Coulson  domi- 
nated or  controlled  the  stock  situation  for  his  bene- 
fit or  for  the  benefit  of  the  James  Foundation. 
Those  charges  are  reckless  charges. 

The  Court :  Mr.  MacKinnon,  you  have  made  the 
motion.  I  wonder  whether  you  cannot  reserve  your 
argument  until  we  have  some  discussion  and  deter- 
mine generally  how  this  case  is  going  to  be  sub- 
mitted. 

Mr.  MacKinnon:  Whatever  you  please,  your 
Honor. 

The  Court :  Do  you  gentlemen  want  to  brief  this 
case?  I  suppose  you  do.  Or  do  you  want  to  argue 
it,  too?  [1569] 
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PLAINTIFF'S  EXHIBIT  No.  6 

Claim 

To  Be  Filed  With  the  Collector  Where  Assessment 

Was  Made  or  Tax  Paid 

The  Collector  will  indicate  in  the  block  below  the 
kind  of  claim  filed,  and  fill  in  the  certificate  on  the 
reverse  side. 

[X]  Refund  of  Tax  Illegally  Collected. 

□  Refund  of  Amount  Paid  for  Stamps  Unused, 
in  Error  or  Excess. 

□  Abatement  of  Tax  Assessed  (not  applicable  to 
estate  or  income  taxes) . 

State  of  New  York 
County  of  New  York — ss. 

Name  of  taxpayer  or  purchaser  of  stamps,  Western 

Pacific  Railroad  Corporation. 
Business  address:  37  Wall  Street,   New  York  5, 

New  York. 

The  deponent,  being  duly  sworn  according  to  law, 
deposes  and  says  that  this  statement  is  made  on  be- 
half of  the  taxpayer  named,  and  that  the  facts  given 
below  are  true  and  complete : 

1.  District  in  which  return  (if  any)  was  filed 
2d  N.  Y. 

2.  Period  (if  for  income  tax,  make  separate  form 
for  each  taxable  year)  from  January  1,  1942, 
to  December  31,  1942. 
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3.  Character  of  assessment  or  tax,  Corporation 
income  and  declared  value  excess  profits  tax. 

4.  Amount  of  assessment,  $4,201,821.54;  dates  of 
payment  3/15—6/15—9/14—12/15/43. 

5.  Date  stamps  were  purchased  from  the  Coy- 
ernment 

6.  Amount  to  be  refunded,  $4,201,821.54. 

7.  Amount  to  be  abated  (not  ajDplicable  to  in- 
come or  estate  taxes) 

8.  The  time  within  which  this  claim  may  be 
legally  filed  expires,  under  Section  322(b)(1) 
of  the  Internal  Revenue  Code,  on  March  15, 
1946. 

The    deponent    verily   believes    that    this    claim 
should  be  allowed  for  the  following  reasons : 

(See  statement  attached.) 

WESTERN  PACIFIC  RAIL- 
ROAD CORPORATION, 

/s/  M.  J.  CURRY, 

President. 

Sworn  to  and  subscribed  before  me  this  9tli  day 
of  March,  1945. 

MARY  C.  VALOUCH, 

Notary  Public,  Westchester 
County. 
Collector's  Stamp. 

[Stamped] :  Received  Collector  of  Internal  Reve- 
nue, 2nd  Dist.  of  New  York,  INlar.  9,  1945. 
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Western  Pacific  Railroad  Corporation 
Year  1942 

Statement  Accompanying  Claim  for  Refund 

The  taxpayer  is  entitled,  imder  the  provisions  of 
Section  23  (s)  of  the  Internal  Revenue  Code,  to  a 
net  operating  loss  deduction  in  the  amount  of  $55,- 
093,108.70,  computed  in  accordance  with  the  provi- 
sions of  Section  122  of  the  Code.  Said  net  operating 
loss  deduction  is  the  amount  of  the  reported  net 
operating  loss  for  the  year  1943,  which,  in  accord- 
ance with  the  provisions  of  Section  122,  is  a  net 
operating  loss  carry-back  for  years  beginning  after 
December  31, 1940. 

The  details  of  the  facts  producing  the  net  oper- 
ating loss,  the  net  operating  loss  carry-back  and  the 
net  operating  loss  deduction  are  shown  in  full  on 
the  Federal  tax  return  filed  by  the  taxpayer  for 
the  calendar  year  1943,  which  said  return  and  its 
supporting  schedules  by  this  reference  are  made  a 
part  of  this  claim  for  refund. 

The  taxpayer  requests  the  right,  at  the  time  this 
claim  is  reached  for  consideration,  to  file  any  fur- 
ther additional  evidence  deemed  appropriate  in  the 
consideration  of  this  claim,  and  it  is  further  re- 
spectfully requested  that  before  action  is  taken  with 
respect  thereto,  an  opportunity  for  hearing  be 
granted  the  taxpayer. 

Wherefore,  the  taxpayer  alleges  that  it  is  entitled 
under  the  provisions  of  Section  23  (s)  of  the  Code 
to  a  net  operating  loss  deduction  in  the  above-stated 
amount  computed  under  the  provisions  of  Section 
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122(c)  of  the  Code;  that  by  reason  thereof,  there 
is  no  taxable  net  income  for  the  year  1942;  and 
that  the  tax  paid  for  said  year  in  the  amount  of 
$4,201,821.54  constitutes  an  overpayment,  claim  for 
the  refund  of  which,  together  with  interest  as  pro- 
vided by  law,  is  hereby  made. 

[Endorsed]:  Filed  Feb.  1,  1949. 
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PLAINTIFF'S  EXHIBIT  No.  7 

In  the  District  Court  of  the  United  States,  for  the 
Northern  District  of  California,  Southern 
Division 

No.  265080 

THE  WESTERN  PACIFIC  RAILROAD  COR- 
PORATION, 

Plaintiff, 

vs. 

THE  WESTERN  PACIFIC  RAILROAD  COM-    , 
PANY,  SACRAMENTO  NORTHERN  RAIL-    j 
WAY,    TIDEWATER   SOUTHERN   RAIL-    ! 
WAY,    DEEP    CREEK   RAILROAD    COM- 
PANY,  THE   WESTERN  REALTY    COM- 
PANY,  THE   STANDARD  REALTY  AND 
DEVELOPMENT   COMPANY   and  DELTA 

FINANCE  CO.,  LTD., 

Defendants. 

RUSSELL  M.  VAN  KIRK,  HENRY  OFFER- 
MAN  and  J.  S.  FARLEE  &  CO.,  INC.,  a  Cor- 
poration, 

Interveners. 

STIPULATION  AND  AGREEMENT  BE- 
TWEEN PLAINTIFF  AND  DEFENDANTS 
RELATING  TO  AGREEMENT  WITH  THE 
BUREAU  OF  INTERNAL  REVENUE 

1.  The  Bureau  of  Internal  Revenue  has  accepted 
a  proposal  for  the  settlement  of  corporation  income 
and  excess  profits  tax  liability  on  behalf  of  the  n 
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Plaintife's  Exhibit  No.  7— (Continued) 
parties  hereto,  copies  of  which  said  proposal  and 
acceptance  are  annexed  hereto  marked  Exhibit  A. 

2.   It  is  stipulated  and  agreed  as  follows: 

(a)  That  the  approval  and  acceptance  of  such 
settlement  by  the  plaintiff  and  the  defendants  shall 
be  without  prejudice  to  the  interests,  claims  or  de- 
fenses asserted  by  the  parties  hereto,  respectively, 
in  the  subject  matter  of  this  action  and  without 
prejudice  to  the  position  of  the  said  parties  inter  se 
with  respect  thereto,  and  that  all  the  interests  and 
claims  asserted  by  the  said  parties  are  to  be  deter- 
mined with  relation  to,  and  as  limited  to,  the  net 
amoimt  of  alleged  tax  saving  involved  in  this  action 
as  diminished  by  the  settlement. 

(b)  More  particularly,  the  claim  for  refiuid  of 
taxes  paid  for  the  year  1942  shall  not  be  deemed 
to  have  been  abandoned  by  said  settlement,  but  on 
the  contrary  said  refund  claim  shall  be  deemed  to 
have  been  diminished  in  the  proportion  in  which 
the  aggregate  of  the  tax  savings  involved  in  this 
action  shall  have  been  diminished  by  the  settlement, 
and  as  so  diminished  to  have  been  allowed,  paid  to 
the  plaintiff  as  the  agent  for  the  affiliated  group 
designated  in  Regulations  104  and  110,  and  by  the 
plaintiff  paid  into  court,  and  the  tax  savings  for 
the  year  1943  and  for  the  first  four  months  of  1944 
shall  be  deemed  to  have  been  diminished  in  like 
proportion.  Nothing  herein  contained  shall  obligate 
any  party  hereto  to  make  any  deposit  or  payment 
into  court. 

(c)  By  acquiescence  in  such  settlement  none  of 
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Plaintiff's  Exhibit  No.  7— (Continued) 
the  parties  hereto  waives  any  of  its  interests,  claims 
or  defenses  in  the  above-entitled  action,  as  against 
any  other  party,  but  all  such  interests,  claims  and 
defenses  shall  relate  to  the  amount  of  tax  savings 
as  diminished  by  said  settlement,  and  all  parties 
stipulate  and  agree  that  the  aggregate  amount  of 
the  tax  savings  involved  in  or  claimed  in  said  ac- 
tion has  been  diminished  by  said  settlement  by  the 
amount  of  $4,201,821.54. 

(d)  Nothing  herein  contained  shall  be  deemed 
to  be  or  constitute,  a  recognition  or  admission  on 
the  part  of  any  party  of  the  validity,  merit  or 
equity  of  the  claims  of  any  other  party  to  said  tax 
savings  as  reduced,  or  to  any  part  thereof,  or  a 
waiver,  surrender,  or  relinquishment  in  any  man- 
ner or  to  any  extent  of  the  defenses  or  any  thereof! 
of  any  party  to  the  claims  of  any  other  party  inj 
and  to  such  tax  savings,  as  reduced. 

(e)  In  the  event  the  said  tax  liabilities  of  the! 
parties  hereto  shall  not  be  finally  settled  in  accord- 
ance with  said  agreement  with  the  Bureau  of  In- 
ternal Revenue,  this  stipulation  shall  be  of  no  force 
or  effect  whatsoever,  and  all  the  parties  shall  be 
released  herefrom  with  like  effect  as  if  this  stipula-j 
tion  had  never  been  made. 

Dated  September  3, 1947. 

/s/  LeROY  R.  GOODRICH, 
/s/  F.  C.  NICODEMUS,  JR., 

Attorneys  for  Plaintiff,  The  Western  Pacific  Rail^ 
road  Corporation. 
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ALLAN  P.  MATTHEW, 

JAMES  D.  ADAMS, 

ROBERT  L.  LIPMAN, 

BURNHAM  ENERSEN, 

McCUTCHEN,  THOMAS, 
MATTHEW,  GRIFFITHS  & 
GREENE, 

Attorneys  for  Defendants,  The  Western  Pacific 
Railroad  Company,  Sacramento  Northern  Rail- 
way, Tidewater  Southern  Railway  Company, 
Delta  Finance  Co.,  Ltd.,  and  Standard  Realty 
and  Development  Company. 

PILLSBURY,  MADISON  & 

SUTRO, 
FELIX  T.  SMITH. 

EVERETT  A.  MATHEWS, 
WHITMAN,  RANSOM, 
COULSON  &  GOETZ. 

By  EVERETT  A.  MATHEWS, 

Attorneys  for  Defendant  The 
Western  Realty  Company. 
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EXHIBIT  A 

Whitman,  Ransom,  Coulson  &  Goetz 
40  Wall  Street,  New  York  5,  N.  Y. 

February  11,  1947 
(Copy) 
The  Honorable  Joseph  D.  Nunan,  Jr., 
Commissioner  of  Internal  Revenue 
Washington,  D.  C. 

Attention :  Mr.  Frank  Eddingfield 

Re :  The  Western  Pacific  Railroad  Corporation  and 
Affiliated  Corporations 

1942,  1943  and  1944  Federal  Income  Taxes 

Dear  Sir: 

The  Western  Pacific  Railroad  Corporation  and 
its  affiliated  subsidiaries  filed  consolidated  returns 
for  the  calendar  years  1942  and  1943  and  the  said 
Western  Pacific  Railroad  Corporation  filed  a  con- 
solidated return  for  the  calendar  year  1944  includ- 
ing therein  its  said  subsidiaries  for  the  period  from 
January  1,  1944,  to  April  30,  1944,  during  which 
period  affiliation  existed. 

On  the  said  return  for  1942  a  consolidated  tax 
liability  of  $4,201,821.54  was  reported  and  duly  as-' 
sessed  and  paid.  On  the  said  return  for  1943  there 
was  reported  a  net  loss  and  no  taxable  income.  On 
the  said  return  for  1944,  based  on  a  carryover  of 
the  unused  1943  net  loss,  there  was  reported  no  tax- 
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'able  income  and  no  tax  liability.  A  claim  for  refund 
of  the  tax  so  paid  for  1942,  based  on  a  carryback 
of  the  said  1943  net  loss,  was  filed  and  is  now  pend- 
ing in  your  office. 

The  taxpayer  on  behalf  of  itself  and  its  aforesaid 
affiliated  subsidiaries  hereby  offers  to  settle  and  de- 
termine the  tax  liabilities  of  the  said  corporations 
for  the  said  taxable  years  1942,  1943  and  1944  in 
the  amounts  shown  on  the  returns  filed  as  aforesaid. 
This  proposal  of  settlement  does  not  relate  to  or 
affect  the  tax  liability  of  the  said  subsidiaries  from 
and  after  April  30,  1944,  when  their  affiliated  status 
with  The  Western  Pacific  Railroad  Corporation 
was  terminated.  The  within  proposal  is  made  with- 
out prejudice  to  any  rights  or  claims  of  the  parties, 
if  the  proposal  is  not  accepted  by  you. 

As  part  of  this  proposal  The  Western  Pacific 
Railroad  Corporation,  on  behalf  of  itself  and  its 
aforesaid  affiliated  subsidiaries  agrees  that,  if  this 
proposal  is  accepted,  it  will  consent  to  a  rejection 
of  the  said  claim  for  refund  of  the  1942  taxes  and 
further  agrees  not  to  sue  upon  said  claim  or  file 
other  or  further  claims  in  respect  of  1942  taxes  on 
any  ground  whatsoever.  It  is  further  agreed  by  the 
said  The  Western  Pacific  Railroad  Corporation  on 
behalf  of  itself  and  its  aforesaid  affiliated  subsidi- 
aries that  if  this  proposal  is  accepted  it  will  execute 
or  procure  the  execution  of  any  other  or  further 
agreements  or  assurances  requested  by  the  Commis- 
sioner of  Internal  Revenue  for  the  purpose  of  ef- 
fectuating the  settlement. 
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Authority  for  the  submission  of  the  within  pro- 
posal of  settlement  by  the  undersigned  is  contained 
in  a  Power  of  Attorney  heretofore  filed  in  your 
office. 

Respectfully, 

THE  WESTERN  PACIFIC 
RAILROAD  CORPORATION, 

JAMES  K.  POLK, 

Attorney-in-Fact. 

EXHIBIT  C 

Treasury  Department 
Washington  25 

Aug.  13,  1947 

The  Western  Pacific  Railroad  Corporation 
and  Affiliated  Companies 

c/o  Mr.  James  K.  Polk 

40  Wall  Street 

New  York  5,  New  York 

In  re:  Years— 1942,  1943  and  1944 

Gentlemen : 

Reference  is  made  to  your  letter  dated  February 
11,  1947,  regarding  the  examination  of  income  and 
profits  tax  returns  for  the  years  indicated  above. 

You  are  advised  that  all  the  administrative  action 
in  connection  therewith,  based  upon  the  record  sup- 
plied this  office  by  the  internal  revenue  agent  in 
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charge,  has  been  completed  and  the  returns  placed 
in  the  closed  files. 

Very  truly  yours, 

/s/  E.  I.  McLAENEY, 

Deputy  Commissioner. 

EXHIBIT  D 

Treasury  Department 
Washington  25 

Aug.  26, 1947 
The  Western  Pacific  Railroad  Corp. 
c/o  Mr.  J.  K.  Polk 
40  WaU  Street 
New  York  5,  New  York 

In   re:    Claims   for   refund  of  $4,201,821.54 
$7,454.73  and  $161,449.48  for  the  year 
1942 
Gentlemen : 

In    accordance    with    the    provisions    of  section 
3772(a)(2)    of   the    Internal    Revenue   Code,   this 
notice   of  disallowance   in   full  of  your   claim  or 
claims  is  hereby  given  by  registered  mail. 
By  direction  of  the  Commissioner : 
Very  truly  yours, 

/s/  E.  I.  McLARNEY, 

Deputy  Commissioner. 

[Endorsed]  :    Filed  Sept.  5, 1947. 

[Endorsed]:    Filed  Feb,  1,  1949.  (Plaintiff's  Ex- 
hibit No.  7.) 
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In  the  Southern  Division  of  the  United  States  Dis- 
trict Court  for  the  Northern  District  of  Cali- 
fornia 

No.  26591-S 

In  the  Matter  of 

THE  WESTERN  PACIFIC  RAILROAD  COM- 
PANY, 

Debtor. 

ORDER  APPROVING 
PLAN  OF  REORGANIZATION  FOR  DEBTOR 

These  proceedings  coming  on  for  hearing  on  the 
modified   plan   of   reorganization   for   the   Debtor, 
approved  by  the  Interstate  Commerce  Commission] 
in  its  Report  and  Order  entered  June  21,  1939,  anc 
certified  to  this  Court  by  said  Commission  on  Sep- 
tember 28,  1939,  together  with  a  transcript  of  th( 
proceedings  before  said  Commission  and  a  copy  of 
its  said  Report  and  Order  approving  said  modified 
plan,  and  the  Court  having  considered  the  entire 
record  in  these  proceedings,  including  the  transcript 
of  the  proceedings  before  said  Commission  certified 
to  this  Court  and  the  evidence  adduced  and  argu- 
ments presented  at  the  hearing  before  this  Court 
on  Januray  22  to  25,  1940,  and  the  Court  having 
heretofore   on   August   15,    1940,   filed   its   opinion 
herein. 
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The  Court  Finds: 

1.  The  findings  of  fact  made  by  the  Interstate 
Commerce  Commission  in  its  Original  Report  of 
October  10,  1938^  as  modified  by  its  Supplemental 
Eeport  of  June  21,  1939,  are  supported  by  the  evi- 
dence, and  as  supplemented  by  the  stipulation  of 
the  parties  filed  herein  on  December  20,  1939,  are 
adopted  as  findings  by  this  Court. 

2.  The  Plan  of  Reorganization,  approved  by  the 
Report  and  Order  of  the  Interstate  Commerce  Com- 
mission of  June  21,  1939: 

(a)  Includes  provisions  modifying  and  al- 
tering the  rights  of  creditors  of  the  Debtor; 

(b)  Provides  for  fixed  charges  (including 
fixed  interest  on  funded  debt,  interest  on  un- 
fmided    debt,    amortization    of    discount    on 

p  funded  debt,  and  rent  for  leased  railroads)  in 
such  an  amount  that,  after  due  consideration 
of  the  probable  prospective  earnings  of  the 
property,  in  light  of  its  earnings  experience 
and  all  other  relevant  facts,  there  should  be 
adequate  coverage  of  such  fixed  charges  by  the 
probable  earnings  available  for  the  payment 
thereof ; 

(c)  Provides  adequate  means  for  the  execu- 
tion of  the  Plan;  and 

(d)  In  all  other  respects  complies  with  the 
provisions   of    Subsection    (b)    of    Section   77. 
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3.  Said  Plan  of  Reorganization. 

(a)  Is  fair  and  equitable; 

(b)  Affords  due  recognition  to  the  rights 
of   each   class   of   creditors   and   stockholders; 

(c)  Does  not  discriminate  unfairly  in  favor 
of  any  class  of  creditors  or  stockholders; 

(d)  Will  conform  to  the  requirements  of 
the  law  of  the  land  regarding  the  participation 
of  the  various  classes  of  creditors  and  stock- 
holders; and 

(e)  Provides  for  payment  of  all  costs  of 
administration  and  all  other  allowances  made 
or  to  be  made  by  this  Court. 

4.  By  order  entered  August  15,  1940,  this  Court 
fixed  the  amount  to  be  paid  by  the  Debtor,  or  any 
corporation  acquiring  its  assets,  for  fees  and  ex- 
penses incident  to  the  reorganization  through  Octo- 
ber 31,  1939.  Said  amounts  are  reasonable  and 
within  maximum  limits  heretofore  fixed  by  the 
Interstate  Commerce  Commission  and  said  order 
constitutes  full  disclosure  of  the  approximate 
amounts  to  be  paid  by  the  Debtor,  or  such  other 
corporation,  for  such  fees  and  expenses  so  far  as 
they  <?ould  be  ascertained  at  the  date  of  said  hear- 
ing before  this  Court  on  January  22  to  25,  1940. 
Such  additional  amount  as  may  be  required  to  be 
paid  by  the  Debtor  or  such  other  corporation  for 
services  performed  and  expenses  incurred  (includ- 
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ing  reasonable  attorneys'  fees)  after  October  31, 
1939,  in  connection  with  the  proceeding  and  plan 
of  reorganization,  and  in  connection  with  the  carry- 
out  of  said  plan,  if  the  same  is  finally  confirmed, 
cannot  be  ascertained  at  this  time,  but  such  amounts 
will  be  subject  to  the  approval  of  this  Court  within 
maximum  limits  hereinafter  to  be  fixed  by  the  Inter- 
state Commerce  Commission. 

5.  By  order  entered  August  20,  1935,  this  Court 
divided  the  creditors  and  stockholders  of  the  Debtor 
into  classes  and  the  classes  of  creditors  hereinafter 
referred  to  are  those  fixed  by  said  order. 

Wherefore,  It  Is  Ordered: 

First:    The  objections  to  the  Plan  of  Reorganiza- 
tion  approved   by  the   Report   and   Order   of   the 
Interstate  Commerce  Commission  of  June  21,  1939, 
and  the  claims  for  equitable  treatment  heretofore 
filed  herein  by  or  on  behalf  of  the  Debtor,  the  In- 
stitutional   Bondholders    Committee,    the    Trustee 
under  the  Debtor's  General  and  Refunding  Mort- 
gage,   A.    C.    James    Co.,    Reconstruction    Finance 
Corporation,  The  Railroad  Credit  Corporation,  The 
I  Western    Pacific    Railroad    Corporation    and    The 
!  Western  Realty  Company  are  hereby  severally  over- 
|i  ruled  and  denied. 

Second:     Said  Plan  of  Reorganization  is  hereby 
1  in  all  respects  approved. 

Third:     The    findings    made    by    the    Interstate 
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Commerce  Commission  that  the  interests  of  the  fol- 
lowing classes  of  creditors: 

(a)  The  Debtor's  equipment  obligations  to 
be  assumed  by  the  Reorganized  Company,  being 
classes  6,  7,  8  and  9; 

(b)  Claims  against  the  Debtor  entitled  to 
priority  over  any  mortgage  of  the  Debtor,  cur- 
rent liabilities  and  obligations  incurred  by  the 
Trustees  of  the  Debtor  during  this  reorganiza- 
tion proceeding,  and  expenses  of  reorganiza- 
tion allowed  by  this  Court  within  the  maximum 
limits  fixed  by  the  Interstate  Commerce  Com- 
mission, which  shall  be  paid  in  cash  or  assumed 
by  the  Reorganized  Company,  and  which  are 

,  unclassified; 

(c)  Executory  contracts  of  the  Debtor 
which  have  been  affirmed  or  have  not  been  dis- 
affirmed by  the  Trustees  of  the  Debtor  and  not 
terminating  prior  to  the  conclusion  of  this  re- 
organization proceeding  which  are  to  be  as- 
sumed by  the  Reorganized  Company  and  which 
are  unclassified; 

(d)  Executory  contracts  made  by  the  Trus- 
tees of  the  Debtor  with  the  approval  of  this 
Court  which  by  their  terms  do  not  terminate ; 
at  or  prior  to  the  conclusion  of  this  reorganiza- ' 
tion  proceeding,  which  are  to  be  assumed  by  the 
Reorganized  Company,  and  which  are  un- 
classified; and 

(e)  All  taxes   levied,   assessed   or   accrued 
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against  the  Debtor  or  its  property  or  against 
any  subsidiary  and  remaining  unpaid  at  the 
date  of  the  confirmation  of  the  plan,  which  are 
to  be  assumed  and  paid  by  the  Reorganized 
Company  with  the  same  relative  priority  that 
they  now  have  with  respect  to  other  obligations 
of  the  Debtor; 

will  not  be  adversely  and  materially  affected  by 
said  Plan  of  Reorganization  is  hereby  affirmed,  and 
said  Plan  of  Reorganization  shall  not  be  submitted 
to  any  of  such  classes  for  acceptance  or  rejection. 

Fourth:  The  findings  of  the  Interstate  Com- 
merce Commission  that,  at  the  time  of  the  finding, 
the  interests  of  unsecured  creditors  of  the  Debtor 
and  the  equity  of  the  holders  of  the  Debtor's  Pre- 
ferred Stock  and  the  Debtor's  Common  Stock  have 
no  value,  and  that  the  holders  of  such  unsecured 
claims  and  such  shareholders  are  not  entitled  to 
participate  in  the.  distribution  of  new  capital  se- 
:  curities  or  other  assets  of  the  Debtor  under  said 
';  Plan  of  Reorganization  is  hereby  affirmed,  and  said 
Plan  of  Reorganization  shall  not  be  submitted  to 
said  unsecured  creditors  or  shareholders  for  accept- 
ance or  rejection. 

Fifth:  The  only  classes  of  creditors  to  whom 
said  Plan  of  Reorganization  shall  be  submitted  for 
acceptance  or  rejection  are: 

(a)     Class  (1) — holders  of  claims  evidenced 
by   The   Western   Pacific   Railroad    Company 


1672        Western  Pacific  R.R.  Corp.,  et  al,,  vs. 

Plaintiff's  Exhibit  No.  8— (Continued) 
First  Mortgage  5%  Bonds  due  March  1,  1946, 
issued  under  the  First  Mortgage  of  The  West- 
ern Pacific  Eailroad  Company  dated  June  26, 
1916,    and   the    interest    coupons    appurtenant 

thereto ; 

(b)  Class  (3)— Debtor's  secured  promissory 
notes  issued  to  A.  C.  James  Co.,  dated  March 
28,  1932,  and  May  31,  1932,  respectively,  bear- 
ing interest  at  the  rate  of  5%  per  annum  and 
due  March  28,  1935,  and  May  31,  1935  (respec- 
tively, together  with  the  accrued  and  unpaid 
interest  thereon; 

(c)  Class  (4)— Debtor's  secured  promissory 
notes  to  Reconstruction  Finance  Corporation, 
dated  March  1,  1932,  June  29,  1932,  August  1, 
1932,  August  30,  1932,  and  March  25,  1933,  re- 
spectively bearing  interest  at  the  rate  of  6% 
per  annum,  and  due  March  1,  1935,  June  29, 
1935,  August  1,  1935,  August  30,  1935,  and 
March  25,  1936,  respectively,  together  with  ac- 
crued and  unpaid  interest  thereon : 

(d)  Class  (5)— Debtor's  secured  promissory 
notes  to  The  Railroad  Credit  Corporation, 
dated  June  29,  1932,  and  March  25,  1933,  re- 
spectively, bearing  interest  at  the  rate  provided  ^ 
for  in  the  Marshalling  and  Distributing  Plan, 
1931,  of  The  Railroad  Credit  Corporation,  each 
note  payable  on  demand,  together  with  accrued 
and  unpaid  interest  thereon. 
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Sixth:  T.  M.  Schumacher  and  Sidney  M.  Ehr- 
man,  Trustees  of  the  Debtor,  be,  and  they  are  hereby 
directed  to  send  a  certified  copy  of  this  Order  and 
a  certified  copy  of  the  opinion  of  this  Court  filed 
herein  on  August  15,  1940,  to  the  Interstate  Com- 
merce Commission  for  use  in  submitting  said  Plan 
of  Reorganization  hereby  approved  to  the  holders 
of  said  claims  and  interests  found  to  be  entitled  to 
vote  thereon. 

Dated:    August  15,  1940. 

A.  F.  ST.  SURE, 

United  States  District  Judge. 

[Endorsed] :    Filed  Feb.  1,  1949. 
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In  the  District  Court  of  the  United  States  for  the 
Northern  District  of  California,  Southern 
Division 

No.  26591-S 

In  Proceedings  for  the  Reorganization  of  a  Railroad 

In  the  Matter  of 

THE  WESTERN  PACIFIC  RAILROAD  COM- 
PANY, 

Debtor. 

ORDER  CONFIRMING  PLAN 
OF  REORGANIZATION 

These  proceedings  coming  on  for  further  hearing 
pursuant  to  the  order  of  this  Court  entered  herein 
on  September  22,  1943,  and  upon  the  notice  pro- 
vided to  be  given  hj  said  order,  for  the  purpose  of 
determining  whether  or  not  the  plan  of  reorganiza- 
tion heretofore  approved  by  the  order  of  this  Court 
entered  herein  on  August  15,  1940,  shall  be  con- 
firmed, and  this  Court  having  considered  the  record 
in  these  proceedings  and  having  heard  all  parties 
in  interest  desiring  to  be  heard  in  support  of  or  in 
opposition  to  the  confirmation  of  said  plan  of  re- 
organization and  being  fully  advised  in  the  prem- 
ises, 

The  Court  Finds: 

1.     Due  notice  of  said  hearing  has  been  given 
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in  accordance  with  said  order  of  this  Court  entered 
herein  on  September  22,  1943. 

2.  This  Court  has  jurisdiction  of  the  subject 
matter  of  these  proceedings  and  of  all  of  the  parties 
in  interest. 

3.  On  July  15,  1943,  in  conformity  with  sub- 
section (e)  of  Section  77  of  the  Bankruptcy  Act, 
as  amended,  said  plan  of  reorganization  was  duly 
submitted  by  the  Interstate  Commerce  Commission 
for  acceptance  or  rejection  to  the  creditors  of 
Classes  1,  3,  4  and  5.  In  view  of  the  findings  of  the 
Interstate  Commerce  Commission  contained  in  its 
order  dated  June  21,  1939,  in  Finance  Docket  No. 
10913,  and  the  findings  of  this  Court  contained  in 
said  order  entered  herein  on  August  15,  1940,  sub- 
mission of  said  plan  of  reorganization  to  any  other 
class  of  creditors  or  to  any  class  of  stockholders  is 
not  necessary  imder  subsection  (e)  of  Section  77 
of  the  Bankruptcy  Act,  as  amended. 

4.  On  September  15,  1943,  the  Interstate  Com- 
merce Commission  duly  filed  herein  its  certificate 
dated  September  4,  1943,  in  which  it  duly  certified 
to  the  Judge  of  this  Court  the  results  of  said  sub- 
mission. 

5.  Said  plan  of  reorganization  has  been  duly 
accepted  by  or  on  behalf  of  creditors  of  each  class 
to  which  submission  is  required  under  subsection 
(e)    of    Section  ,  77    of    the    Bankruptcy    Act,    as 
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amended,  holding  more  than  two  thirds  in  amount 
of  the  total  of  the  allowed  claims  of  such  class  which 
have  been  reported  in  said  submission  as  voting 
on  said  plan  of  reorganization,  submission  of  said 
plan  of  reorganization  to  any  class  of  stockholders 
not  being  required  under  said  subsection  (e),  and 
such  acceptances  have  not  been  made  or  procured 
by  any  means  forbidden  by  law. 

6.  The  United  States  is  not  a  creditor  of  the 
Debtor  on  claims  for  taxes  or  customs  duties,  unless 
it  be  on  claims  for  the  payment  of  which  said  plan 
of  reorganization  duly  provides. 

7.  All  requirements  for  the  confirmation  of  said 
plan  of  reorganization  pursuant  to  Section  77  of 
the  Bankruptcy  Act,  as  amended,  have  been  duly 
complied  with,  and  said  plan  of  reorganization 
should  be  confirmed. 

8.  This  Court  has  this  day  filed  herein  an  opin-; 
ion  containing  a  statement  of  the  Court's  conclu-j 
sions  and  reasons  for  confirming  said  plan  of  re-j 
organization. 

9.  Article  R  of  said  plan  of  reorganization, 
among  other  things,  provides : 

''The  plan  shall  be  carried  out  under  the  super^ 
vision  of  a  reorganization  committee  consisting  o\ 
three  persons,  all  to  be  approved  by  the  court,  wh( 
shall  be  designated,  one  by  the  bondholders  commit- 
tee, one  by  the  Reconstruction  Finance  Corporation^ 
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and  one  by  the  Railroad  Credit  Corporation  and  the 
A.  C.  James  Company  jointly." 

In  conformity  with  said  Article  R,  Frederick  H. 
Ecker,  Frank  C.  Wright,  and  Robert  E.  Coulson 
have  been  duly  designated  for  membership  on  said 
reorganization  committee,  said  Frederick  H.  Ecker 
having  been  designated  by  Frederick  H.  Ecker, 
John  W.  Stedman  and  Reeve  Schley,  constituting 
the  Committee  representing  a  Group  of  Institu- 
tional Holders  of  the  First  Mortgage  Bonds  of  the 
Debtor,  said  Frank  C.  Wright  having  been  desig- 
nated by  Re<?onstruction  Finance  Corporation,  and 
said  Robert  E.  Coulson  having  been  designated  by 
The  Railroad  Credit  Corporation  and  A.  C.  James 
Co.  jointly.  This  Court  is  satisfied  that  said  Fred- 
erick H.  Ecker,  Frank  C.  Wright,  and  Robert  E. 
Coulson  should  be  approved  as  members  of  said 
reorganization  committee. 

Wherefore,  It  Is  Ordered: 

First:  Said  plan  of  reorganization  heretofore 
approved  by  the  order  of  this  Court  entered  herein 
on  August  15,  1910,  is  hereby  confirmed. 

Second :  The  designation  of  Frederick  H.  Ecker, 
Frank  C.  Wright,  and  Robert  E.  Coulson  as  mem- 
bers of  the  reorganization  committee  provided  for 
in  Article  R  of  said  plan  of  reorganization  is  hereby 
approved.  Said  reorganization  committee  shall 
have  the  powers  of  and  authority  provided  for  in 
said   plan   of   reorganization   and   shall   have   full 
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power   and   authority,   under    and   subject   to   the 
supervision  and  control  of  this  Court,  to  put  into 
effect  and  carry  out  said  plan  of   reorganization 
and  the  orders  of  this  Court  relative  thereto,  the 
laws  of  any  State  or  the  decision  or  order  of  any 
State   authority  to   the   contrary   notwithstanding. 
This  Court  hereby  reserves  the  power,  subject  to  the 
provisions  of  Section  77  of  the  Bankruptcy  Act,  as 
amended,  and  said  plan  of  reorganization,  further 
to  define,  extend,  amend,  or  otherwise  change  the 
powers  and  duties  of  said  reorganization  committee 
and  to  enter  orders  approving  or  disapproving  any 
action  on  their  part.    As  provided  in  Article  B  of 
said  plan  of  reorganization,  the  members  of  said 
reorganization  committee  shall  not  be  liable  for  any 
action  taken  by  them  in  good  faith  or  by  any  person 
employed  by  them  in  good  faith,  except  for  their 
respective  individual  malfeasance  or  willful  neglect. 
To  the  extent  necessary  to  give  effect  to  the  provi- 
sions of  this  paragraph,  the  members  of  said  re- 
organization  committee   shall  be   indemnified   and 
held  harmless  against  any  loss  or  expense,  by  the 
Trustees  of  the  properties  of  the  Debtor  until  the 
properties  of  the  Debtor  shall  have  been  surrendered 
by  said  Trustees  and  thereafter  by  the  Debtor  or 
su'Ch  other  corporation  as  may  acquire  said  prop- 
erties pursuant  to  said  plan  of  reorganization. 

Third:    Jurisdiction  of  these  proceedings  and  of 
all  parties  in  interest  is  hereby  retained  for  the  pur- 
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pose  of  entering  such  other  and  further  orders  as 
this  Court  may  determine  to  be  necessary. 

Fourth:  As  used  in  this  order,  the  term  ** par- 
ties in  interest"  shall  include  the  Debtor,  all  parties 
to  these  proceedings,  all  indenture  trustees,  and  all 
creditors  and  stockholders  of  the  Debtor. 

Dated:     October  11,  1943. 

/s/  A.  F.  ST.  SURE, 

United  States  District  Judge. 

[Endorsed] :    Filed  Feb.  1,  1949. 

k  PLAINTIFF'S  EXHIBIT  NO.  11 

Agreement  by  and  Between 
The  Western  Pacific  Railroad  Corporation, 
The  Chase  National  Bank  of  The  City  of  New  York, 
Central  Hanover  Bank  &  Trust  Company, 
James  Foundation  of  New  York,  Inc.,  and 

Frederick  H.  Ecker,  Frank  C.  Wright  and  Robert 
E.  Coulson,  As  the  Reorganization  Committee 
I  of  The  Western  Pacific  Railroad  Company. 

I      Dated  November  22,  1943. 

Agreement  by  and  between  The  Western  Pacific 
1  Railroad  Corporation,  a  Delaware  Corporation, 
[hereinafter  called  the  ''Holding  Company,"  The 
j  Chase  National  Bank  of  the  City  of  New  York, 
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Central  Hanover  Bank  &  Trust  Company  and 
James  Foundation  of  New  York,  Inc.,  hereinafter 
called  collectively  the  ''Secured  Creditors,"  and 
Frederick  H.  Ecker,  Frank  C.  Wright  and  Robert 
E.  Coulson,  hereinafter  called  collectively  the  "Re- 
organization Committee," 

Witnesseth: 

The  Subject  Matter  of  the  Agreement 

The  Holding  Company  is  indebted  to  each  of  the 
Secured  Creditors  for  money  loaned  upon  a  prom-j 
issory  note   or  promissory  notes  now  in   default, 
against  each  of  which  notes  certain  securities  were 
delivered  as  collateral  by  the  Holding  Company, 
The  aggregate  of  the  indebtedness  of  the  Holding 
Company  to  all  the  Secured  Creditors  for  principal! 
and  interest,  as  of  September  30,  1943,  is  $10,547,-1 
423.85  which  is  approximately  $5,650,863.00  in  ex-l 
cess    of    the    then    market    value    (approximately! 
$4,896,560.00),  of  all  the  collateral  then  held  by  th( 
Secured  Creditors.    Annexed  hereto  and  designate( 
as  Schedules  A,  B  and  C,  respectively,  are  state- 
ments as  to  the  aforesaid  indebtedness  of  the  Hold- 
ing Company  to  each  of  the  Secured  Creditors  anc 
the  collateral  now  or  heretofore  held  by  the  Secure( 
Creditors  as  security  therefor. 

The  Holding  Company  desires  to  secure  the  re- 
lease and  discharge  of  its  aforesaid  indebtedness  t( 
each   Secured  Creditor,  principal  and  interest,   in 
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so  far  as  such  indebtedness  cannot  be  satisfied  by 
the  collateral  held  by  such  Secured  Creditor  (not 
including  as  part  of  such  collateral  the  preferred 
and  common  stock  of  the  Railroad  Company  here- 
inafter mentioned)  ;  and  the  Secured  Creditors  sev- 
erally desire  to  apply  such  collateral  in  satisfaction 
of  the  indebtedness,  and  to  secure  the  release  by  the 
Holding  Company  of  any  claims  it  may  have  aris- 
ing out  of  the  previous  disposition  by  them  of  col- 
lateral. 

The  Holding  Company  owns  all  of  the  outstand- 
ing preferred  and  common  stock  of  The  Western 
Pacific  Railroad  Company,  a  California  corporation 
(hereinafter  called  the  "Railroad  Company").  The 
Railroad  Company  is  now  in  reorganization  under 
Section  77  of  the  Bankruptcy  Act,  and  the  plan  of 
reorganization  thereof,  approved  by  the  Interstate 
Commerce  Commission  by  its  order  of  June  21,  1939 
(hereinafter  called  the  "Plan"),  was  duly  con- 
firmed by  order  of  the  United  States  District  Court, 
Northern  District  of  California,  Southern  Division, 
on  October  11,  1943.  Said  preferred  and  common 
stock  of  the  Railroad  Company  was  declared  to  be 
without  equity  or  value  by  an  express  finding  of 
the  Interstate  Commerce  Commission  in  its  said 
order  of  June  21,  1939,  which  finding  was  duly 
adopted  by  the  aforesaid  Court,  and  under  the  Plan 
said  stock  is  required  to  be  cancelled.  The  cer- 
tificates representing  said  preferred  and  common 
stock  of  the  Railroad  Company  are  in  the  possession 
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of  The  Chase  National  Bank  of  the  City  of  New 
York,  which  claims  a  lien  thereon. 

Frederick  H.  Ecker,  Frank  C.  Wright,  and 
Robert  E.  Coulson  are  the  members  of  the  Reor- 
ganization Committee  of  the  Railroad  Company, 
constituted  pursuant  to  subdivision  R  of  the  Plan, 
and  approved  as  such  Reorganization  Committee  by 
order  of  the  United  States  District  Court,  North- 
ern District  of  California,  Southern  Division,  on 
October  11,  1943. 

Subject  to  the  jurisdiction  of  the  aforesaid  Court, 
the  Reorganization  Committee  is  under  the  duty 
of  determining  the  method  of  carrying  out  the  Plan 
under  the  supervision  of  the  Committee.  Action  by 
the  holders  of  the  preferred  and  common  stock  of 
the  Railroad  Company  may  become  necessary  with 
respect  to  the  various  corporate  steps  incident  to 
carrying  out  the  Plan  and  making  the  same  effec- 
tive. The  Reorganization  Committee  is  desirou 
and  the  Holding  Company  is  willing  that  the  afore- 
said stock  of  the  Railroad  Company  be  held  at  the 
disposal  of  the  Reorganization  Committee  for  the 
purpose  of  carrying  out  the  Plan  and  making  the 
same  effective  and  that  in  connection  therewith  the 
Holding  Company,  as  the  sole  stockholder  of  th( 
Railroad  Company,  take  such  action  as  the  Reor 
ganization  Committee  may  from  time  to  time  re 
quest. 
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Agreements 

I. 

The  Holding  Company  agrees  to  assign,  set  over 
and  transfer  to  each  of  the  Secured  Creditors,  sev- 
erally and  respectively,  the  securities  pledged  to 
such  Secured  Creditor  and  still  held  by  it  as  shown 
by  the  statement  as  to  the  indebtedness  to  such  Se- 
cured Creditor  annexed  hereto  (Schedule  A,  B  or 
C,  as  the  case  may  be),  and  the  Holding  Company 
also  agrees  to  release  to  each  Secured  Creditor,  all 
rights  and  interests  which  the  Holding  Company 
has,  or  might  claim  to  have  in  and  to  said  collateral, 
including  any  rights  or  interests  which  the  Holding 
Company  has  or  might  claim  with  respect  to  col- 
lateral heretofore  sold  by  such  Secured  Creditor  as 
shown  by  the  aforesaid  statement.  Each  Secured 
Creditor  agrees  to  assume  such  Federal  and  State 
stamp  taxes,  if  any,  as  may  be  payable  with  respect 
to  said  transfer  to  it  of  pledged  securities. 

Each  Secured  Creditor  agrees  to  cancel  and  sur- 
render to  the  Holding  Company  the  collateral  notes 
held  by  such  Secured  Creditor  and  more  specifically 
described  in  the  statement  as  to  the  indebtedness  to 
such  Secured  Creditor  annexed  hereto  (Schedule 
A,  B  or  C,  as  the  case  may  be),  and  to  release  and 
discharge  the  indebtedness  represented  by  said 
notes,  principal  and  interest,  in  full. 

Each  Secured  Creditor  consents  to  the  assignment 
or  transfer  to  the  other  Secured  Creditors  and  each 
of  them,  of  the  securities  to  be  transferred  by  the 
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Holding  Company  to  such  Secured  Creditors,  pur- 
suant hereto,  and  waives  any  inequalites  in  connec- 
tion with  the  satisfaction  of  the  indebtedness  of  the 
Holding  Company  to  the  Secured  Creditors,  re- 
spectively, that  may  result  from  the  carrying  out 
of  this  agreement. 

The  agreements  herein  contained  on  the  part  of 
the  Secured  Creditors  to  be  performd  are  several 
and  none  of  the  Secured  Creditors  shall  be  liable  for 
the  performance  by  the  other  Secured  Creditors 
of  their  respective  agreements;  nor  shall  any  part- 
nership or  joint  relationship  between  said  Secured 
Creditors  be  construed  to  flow  from  the  execution 
of  this  instrument. 

II. 

The  Holding  Company,  as  the  owner  of  all  the 
outstanding  preferred  and  common  stock  of  the 
Railroad  Company,  agrees  to  cooperate  with  the 
Reorganization  Committee  in  carrying  out  the  Plan 
and  making  the  same  effective  by  whatever  method, 
in  conformity  with  the  Plan,  the  Reorganization 
Committee  may  determine  upon,  and  (in  further- 
ance of  this  general  commitment  and  not  in  limita- 
tion thereof)  the  Holding  Company  particularly 
agrees  that  (a)  upon  written  request  of  the  Reor- 
ganiztaion  Committee,  the  Holding  Company  will 
assign,  transfer  and  deliver  or  cause  to  be  assigned, 
transferred  or  delivered  to  the  Reorganization  Com- 
mittee or  the  nominee  or  nominees  of  the  Reor- 
ganization   Committee,    all    of   the    preferred    and 
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common  stock  of  the  Railroad  Company,  if  the 
aforesaid  United  States  District  Court  shall  deter- 
mine such  assignment  and  transfer  to  be  necessary 
or  desirable  for  the  purpose  of  carrying  out  the 
Plan  or  making  the  same  effective;  provided,  how- 
ever, that  if  any  Federal  or  State  stock  transfer 
taxes  shall  lawfully  be  applicable  to  such  transfer, 
provision  for  the  payment  of  such  taxes  shall  be 
made  by  the  Reorganization  Committee  and  the 
Holding  Company  shall  not  be  obligated  for  the 
payment  thereof;  and  (b)  from  time  to  time  until 
the  preferred  and  common  stock  of  the  Railroad 
Company  has  been  transferred,  as  aforesaid,  or,  if 
no  such  transfer  be  made,  until  such  stock  is  sur- 
rendered for  cancellation  in  accordence  with  the 
Plan,  the  Holding  Company,  upon  written  request 
of  the  Reorganization  Committee,  will  take  such 
action  as  the  owner  of  the  aforesaid  stock  of  the 
Railroad  Company  (whether  by  voting  said  stock  at 
meetings  of  stockholders  of  the  Railroad  Company 
or  by  the  execution  and  delivery  of  appropriate 
authorizations,  consents  or  other  written  instru- 
ments) as  may  be  necessary  to  authorize  such  cor- 
porate action  by  the  Railroad  Company  (including, 
without  limitation  thereto,  the  amendment  of  its  Ar- 
ticles of  Incorporation  and  By-Laws  and  the  execu- 
tion and  delivery  of  the  mortgages  provided  for  in 
the  Plan),  as  the  Reorganization  Committee  may 
deem  necessary  or  convenient  for  the  purpose  of 
carrying  out  the  Plan  and  making  the  same  effec- 
tive. 
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Any  action  taken  by  the  Holding  Company,  as  the 
owner  of  the  preferred  and  common  stock  of  the 
Railroad  Company,  pursuant  to  the  agreement  in 
this  paragraph  contained,  and  the  making  of  any 
provision  by  the  Reorganization  Committee  as  to 
the  payment  of  Federal  and  State  stock  transfer 
taxes,  if  any  such  taxes  shall  lawfully  be  applicable 
to  the  above  mentioned  transfer,  are  subject  to  the 
approval  of  the  United  States  District  Court, 
Northern  District  of  California,  Southern  Division, 
in  the  proceeding  pending  in  that  Court  for  the 
reorganization  of  The  Western  Pacific  Railroad 
Company  (No.  26591-S). 

If  the  finding  of  the  Interstate  Commerce  Com- 
mission that  the  preferred  and  common  stock  of 
the  Railroad  Company  is  without  equity  or  value 
shall  be  annulled,  set  aside  or  reversed,  whether  by 
Act  of  Congress  or  otherwise,  or  if,  for  any  reason, 
the  Plan  shall  not  be  carried  out,  then  the  Holding 
Company  and  each  of  the  Secured  Creditors  shall 
be  entitled  to  be  restored  to  the  same  rights,  claims 
and  privileges  with  respect  to  such  preferred  and 
common  stock  as  existed  immediately  preceding  the 
execution  of  this  agreement,  and  this  agreement 
shall  not  be  deemed  to  affect  or  prejudice  any  such 
rights,  claims  or  privileges  and  the  physical  pos- 
session of  the  certificates  for  said  preferred  and 
common  stock  (provided  said  certificates  shall  not 
theretofore  have  been  surrendered  to  the  reor- 
ganized company  or  its  agent  for  actual  cancella- 

J 


Western  Pacific  R.R.  Company,  etc.        1687 

Plaintiff's  Exhibit  No.  11— (Continued) 
tion)  shall  be  returned  to  The  Chase  National  Bank 
of  the  City  of  New  York. 

Each  of  the  Secured  Creditors  hereby  consents  to 
the  making  by  the  Holding  Company  of  the  agree- 
ments set  forth  in  this  Article  II  and  to  any  action 
taken  by  the  Holding  Company  in  conformity  there- 
with; and  The  Chase  National  Bank  of  the  City  of 
New  York  agrees  to  release  and  deliver  over  the 
certificates  representing  the  preferred  and  common 
stock  of  the  Railroad  Company  now  in  its  posses- 
sion to  the  Holding  Company  when  delivery  of  the 
same  becomes  necessary  or  appropriate  to  carry  out 
said  agreements. 

III. 

The  agreements  hereinabove  contained  shall  not 
be  effective  until  the  agreements  by  the  Holding 
Company,  as  owner  of  the  outstanding  preferred 
and  common  stock  of  the  Railroad  Company,  in  Ar- 
ticle II  hereof  shall  be  approved  by  the  requisite 
vote  of  the  stockholders  of  the  Holding  Company, 
pursuant  to  the  provisions  of  its  Certificate  of  In- 
corporation and  By-Laws;  provided,  however,  that 
the  Holding  Company  agrees  to  take  such  action 
immediately  as  may  be  necessary  or  appropriate 
to  secure  the  requisite  approval  by  vote  of  its  stock- 
holders. Performance  of  the  agreements  contained 
in  Article  I  hereof  shall  be  rendered  by  the  Holding 
Company  and  each  Secured  Creditor,  respectively, 
immediately  upon  such  approval  by  vote  of  the 
stockholders  of  the  Holding  Company. 

In  Witness  .Whereof,  each  of  the  parties  hereto 
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has  executed  this  agreement  as  of  the  22nd  day 
of  November,  1943. 

THE  WESTERN  PACIFIC 
EAILROAD  CORPORATION, 

By  M.  J.  CURRY, 

President. 

[Corporate  Seal] 

Attest : 

JOHN  F.  WIENKEN, 

Secretary. 

THE    CHASE    NATIONAL    BANK    OF    THE 
CITY    OF    NEW    YORK, 

By  W.  ARTHUR  GROTZ, 
Second  Vice  Pres. 

[Corporate  Seal] 

Attest : 

WM.  MOHRMANN, 
A.  C. 
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CENTRAL  HANOVER  BANK 
&  TRUST  COMPANY, 

By  R.  G.  COOMBE, 
Vice-Pres. 

[Corporate  Seal] 

Attest : 

C.  R.  PARKER,  JR., 

Ass't.  Sec. 
Plaintiff's  Exhibit  No.  11— (Continued) 

JAMES   FOUNDATION  OF 
NEW  YORK,  INC., 

By  WILLIAM  W.  CARMAN, 

President. 
[Corporate  Seal] 

Attest : 

CHARLES  E.  ANDREWS, 

Asst.  Secy. 


REORGANIZATION    COMMITTEE    OF    THE 

^  WESTERN    PACIFIC    RAILROAD    COM- 
PANY, 
F.  H.  ECKER. 


FRANK  C.   WRIGHT, 
ROBERT  E.  COULSON. 
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State  of  New  York, 
County  of  New  York — ss. 

On  this  24th  day  of  November,  1943,  before  me 
personally  came  M.  J.  Curry,  to  me  known,  who 
being  by  me  duly  sworn,  did  depose  and  say  that 
he  resides  in  New  Rochelle,  N.  Y. ;  that  he  is  Presi- 
dent of  The  Western  Pacific  Railroad  Corporation, 
one  of  the  corporations  described  in  and  which 
executed  the  foregoing  instrument;  that  he  knows 
the  seal  of  the  said  corporation ;  that  the  seal  affixed 
to  the  said  instrument  is  such  corporate  seal;  that 
it  was  so  affixed  by  authority  of  the  Board  of  Di- 
rectors of  the  said  corporation,  and  that  he  signed 
his  name  thereto  by  like  authority. 

[Notarial  Seal] 

/s/  MARY  C.  VALOUCH, 
Notary  Public, 

Westchester  County. 

Commission  expires  March  30,  1945. 


State  of  New  York, 
County  of  New  York — ss. 

On  this  24th  day  of  November,  1943,  before  me 
personally  came  W.  Arthur  Grotz,  to  me  known, 
who  being  by  me  duly  sworn,  did  depose  and  say 
that  he  resides  in  Ridgewood,  N.  J. ;  that  he  is  2nd 
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Vice  Pres.  of  The  Chase  National  Bank  of  the  City 
of  New  York,  one  of  the  corporations  described  in 
and  which  executed  the  foregoing  instrument;  that 
he  knows  the  seal  of  the  said  corporation  that  the 
seal  affixed  to  the  said  instrument  is  such  corporate 
seal  that  it  was  so  affixed  by  authority  of  the  Board 
of  Directors  of  the  said  corporation,  and  that  he 
signed  his  name  thereto  by  like  authority. 

[Notarial  Seal] 

/s/  HENRY  P.  SCHOERRY, 

Notary  Public, 

Nassau  County. 


r 


Commission  expires  March  30,  1944. 


State  of  New  York, 
County  of  New  York — ss. 

On  this  24th  day  of  November,  1943,  before  me 
personally  came  R.  G.  Coombe,  to  me  known,  who 
being  by  me  duly  sworn,  did  depose  and  say  that 
he  resides  in  Greenwich,  Conn.;  that  he  is  Vice 
Pres.  of  Central  Hanover  Bank  &  Trust  Company, 
one  of  the  corporations  described  in  and  which 
executed  the  foregoing  instrument;  that  he  knows 
the  seal  of  the  said  corporation;  that  the  seal 
affixed  to  the  said  instrument  is  such  corporate  seal ; 
that  it  was  so  affixed  by  authority  of  the  Board  of 
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Directors  of  the  said  corporation,  and  that  he  signed 
his  name  thereto  by  like  authority. 

[Notarial  Seal] 

/s/  DAVID  Mcpherson, 

Westchester  Co.  Notary. 
Commission  expires  March  30,  1945. 

State  of  New  York, 
County  of  New  York — ss. 

On  this  24th  day  of  November,  1943,  before  me 
personally  came  William  W.  Carman,  to  me  known, 
who  being  by  me  duly  sworn,  did  depose  and  say 
that  he  resides  in  Summit,  N.  J.;  that  he  is  Presi- 
dent of  James  Foundation  of  New  York,  Inc.,  one 
of  the  corporations  described  in  and  which  executed 
the  foregoing  instrument;  that  he  knows  the  seal 
of  the  said  corporation;  that  the  seal  affixed  to  the 
said  instrument  is  such  corporate  seal;  that  it  was 
so  affixed  by  authority  of  the  Trustees  of  the  said 
corporation,  and  that  he  signed  his  name  thereto  | 
by  like  authority. 

[Notarial  Seal] 

/s/  JAMES  YUILLE, 
Notary  Public, 
Westchester  County. 

Commission  expires  March  30,  1945. 
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State  of  New  York, 
County  of  New  York — ss. 

On  this  23rd  day  of  Nevember,  1943,  before  me 
personally  came  Frederick  H.  Ecker,  to  me  known 
and  known  to  me  to  be  the  individual  described  in 
and  who  executed  the  foregoing  instrument  and 
acknowledged  to  me  that  he  executed  the  same  as 
a  member  and  by  the  authority  of  the  Reorganiza- 
tion Committee  of  The  Western  Pacific  Railroad 
Company. 

[Notarial  Seal] 

/s/  ALBERT  V.  ZIELFELDT, 

Notary  Public, 

Bronx  County. 

Commission  expires  March  30,  1945. 

State  of  New  York, 
County  of  New  York — ss. 

On  this  24th  day  of  November,  1943,  before  me 
personally  came  Frank  C.  Wright,  to  me  known 
and  known  to  me  to  be  the  individual  described  in 
and  who  executed  the  foregoing  instrument  and 
acknowledged  to  me  that  he  executed  the  same  as  a 
member  and  by  the  authority  of  the  Reorganization 
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Committee  of  The  Western  Pacific  Railroad  Com- 
pany. 

[Notarial  Seal] 

/s/  DORIS  C.  THOMAS, 

Notary  Public,  Queens  Co. 

Commission  expires  March  30,  1945. 

State  of  New  York, 
County  of  New  York — ss. 

On  this  23rd  day  of  November,  1943,  before  me 
personally  came  Robert  E.  Coulson,  to  me  known 
and  known  to  me  to  be  the  individual  described  in 
and  who  executed  the  foregoing  instrument  and  ac- 
knowledged to  me  that  he  executed  the  same  as  a 
member  and  by  the  authority  of  the  Reorganization 
Committee  of  The  Western  Pacific  Railroad  Com- 
pany. 

[Notarial  Seal] 

/s/  BEATRICE  C.  CUNNINGHAM, 

Notary  Public, 

New  York  County. 

Commission  expires  March  30,  1944. 
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Schedule  A 


Collateral  Notes  Bearing  Interest  at  5%  Per  Annum,  Executed  and 

Delivered  by  The  Western  Pacific  Railroad  Corporation  to 

The  Chase  National  Bank  of  the  City  of  New  York 

Collateral  Notes  bearing  interest  at  5% 
per  annum,  executed  and  delivered  by 
The  Western  Pacific  Railroad  Corpo- 
ration to  The  Chase  National  Bank  of 
the  City  of  New  York : 


-Date  Amount 

May  31, 1932 $4,186,000.00 

Dec.    8, 1941 4,521.00 

Feb.    9, 1942 7  190  90 

Mar.  10, 1943 1,'642.16 


Status  as  of 
Sept.  30, 1943 

$1,715,689.36 
4,521.00 
7,190.20 
1,642.16 

|Wal  principal  indebtedness $4,199,353.36      $1,729,042.72 

Accrued  and  unpaid  interest  to  Septem- 
I    ber  30,  1943 

i.\dditional   indebtedness  for  advances 

I    during  1943 1,546.35 

I 

iCotal  indebtedness,  principal  and  inter- 

1   est,  as  of  September  30,  1943 

(Collateral  held  by  The  Chase  National 

Bank  of  the  City  of  New  York,  on  Sep- 
;  tcmber  30,  1943,  as  security  for  said 

collateral  notes : 


1,991,179.90 


Face  Amount 
he  Denver  and  Rio  Grande  Western 
Railroad  Company,  General  Mortgage 
Sinking  Fund,  5%  Gold  Bonds,  due 
1955  $2,792,000.00 

Ihe  Denver  and  Rio  Grande  Western 
1  Railroad  Company,   Refunding  and 
Improvement    Mortgage,    6%    Gold 
I  Bonds,  Series  A,  due  1974 800,000.00 


$3,721,768.97 

Approximate 

Market 

Value  as  of 

Sept.  30, 1943 


$    153,560.00 


*320,000.00 


$3,592,000.00      $    473,560.00 


Not  traded.   Estimated  by  comparison  with  other  bonds  of  the  same  Comnanv  whiVh 
receive  comparable  treatment  under  the  Plan  of  ReorganizatfonTf  that  Comply 
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Securities  sold  by  The  Chase  National 
Bank  of  the  City  of  New  York,  prior 
to  September  30,  1943,  pursuant  to 
the  terms  of  the  aforementioned  col- 
lateral notes :  Face  Amount 

The  Western  Pacific  Railroad  Company, 

First  Mortgage,  5%  Gold  Bonds,  Se-  Sold  prior  tc 

ries  A,  due  1946 $4,464,000.00     Sept.  30, 194: 

The  Denver  and  Rio  Grande  Western 
Railroad  Company,  General  Mortgage 
Sinking  Fund,  5%  Gold  Bonds,  due 
1955 959,875.00 

The  Denver  and  Rio  Grande  Western 
Railroad  Company,  6%  Cumulative 
Preferred  Stock  $100  par  value 2,070,000.00  " 

$7,493,875.00 


Schedule  B 

Statement  of  Indebtedness  of  The  Western  Pacific  Railroad  Corpora- 
tion to  Central  Hanover  Bank  &  Trust  Company  and  of  Collateral 
Previously  Held  by  Central  Hanover  Bank  &  Trust  Company 

Collateral  Notes  executed  and  delivered 
bv  The  Western  Pacific  Railroad  Cor- 

poration  to  Central  Hanover  Bank  &      Principal  Status  as  oJ 

Trust  Company :  Amount         Sept.  30, 194 

Note,  dated  May  25,  1932,  at  5%  on 
$675,000  from  January  31,  1934  to 
January  31,  1935,  and  on  $635,000 

from  January  31, 1935  to  February  1,  ^ 

1935,  and  at  41/2%  on  $635,000  from  Principal  paid 

Februarv  1, 1935  to  January  31, 1942,  by  application  ( 

at  41/9 %  on  $623,751.14  from  January  Proceeds  of  sal 

31,  1942,  payable  on  demand $    623,751.14     of  collateral 

Note,  dated  Dec.  1,  1941  at  41/2%,  pay-  ^^ 

able  on  demand 671.00 

Note,  dated  Jan.  30,  1942  at  41/2%,  pay-  ^^ 

able  on  demand 1,067.16 

Total  Principal $   625,489.30 


I 
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Collateral  sold  by  Central  Hanover 
Bank  &  Trust  Company  prior  to  Sept. 
30, 1943 : 

Face  Amount 
The  Western  Pacific  Railroad  Company, 
First  Mortgage,  5%  Gold  Bonds,  Se-  Sold  prior  to 

ries  A,  due  1946 $1,242,000.00     Sept.  30, 1943 

The  Eio  Grande  Western  Railway  Com- 
pany, First  Consolidated  Mortgage, 
4%  Gold  Bonds,  due  1949 364,000.00 

rhe  Denver  &  Rio  Grande  Railroad 
Company,  First  Consolidated  Mort- 
gage, 4%  Gold  Bonds,  due  1936 10,000.00  " 

Total   $1,616,000.00 

Summary 

I'otal  net  proceeds  from  sale  of  collat- 

I  eral $    726,484.03 

j'otal  principal  amount  of  notes 625,489.30 

1  Balance  $    100,994.73 

.cerued  unpaid  interest  as  of  March  24, 

M943  $   269,151.03 

,alance  of  proceeds  from  sale  of  collat- 
1  eral  applied  to  accrued  unpaid  inter- 
est         100,994.73 

alance  accrued  unpaid  interest,  Sep- 
tember 30,  1943  $168,156.30 
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Schedule  C 
Statement  of  Indebtedness  of  The  Western  Pacific  Railroad  Corpora- 
tion to  James  Foundation  of  New  York,  Inc.  and  of  Collateral  Held 
by  James  Foundation  of  New  York,  Inc.  as  Security  Therefor, 
As  of  September  30,  1943 
Collateral  notes  bearing  interest  at  5% 
per  annum,  executed  and  delivered  by 
The  Western  Pacific  Railroad  Corpo- 
ration to  Curtiss  Southwestern  Com- 
pany,   a    Delaware    Corporation,    in 
1931   and   1932,   duly  assigned  and 
transferred  by  Curtiss  Southwestern 
Company  to   the   Estate   of   Arthur 
Curtiss  James  and  by  the  Estate  of 
Arthur    Curtiss    James    to    James 

Foundation  of  New  York,  Inc. :  Status  as  of 

Date  Amount         Sept.  30, 1943 

July     1  1931        $1,475,000.00      $1,475,000.0C 

July  2?!  1931 920,000.00  920,000.0C 

Aug   28, 1931 1,100,000.00        1,100,000.0( 

Nov    25  1931  880,000.00  880,000.0C 

Jan."  25;  1932 : 103,850.00  103,850.0C 

Total  principal  indebtedness....  $4,478,850.00      $4,478,850.0( 

Accrued  and  unpaid  interest  to  Septem- 
ber 30, 1943 2,156,193.94 

Additional  indebtedness   for  advances 

during  1940,  1941  and  1942 22,454.64 

Total  indebtedness,  principal  and  inter- 
est, as  of  September  30,  1943 $6,657,498.5^ 

Collateral  held  by  James  Foundation  of  Approximat( 

New  York,   Inc.,   on  September   30,  Market 

1943,  as  security  for  said  collateral  Value  as  of 

notes :  Face  Amount      Sept.  30, 194.: 

The  AVestern  Pacific  Railroad  Company 
First  Mortgage,  5%  Gold  Bonds,  Se- 
ries A,  due  1946 $5,980,000.00      $4,186,000.0( 

The  Denver  and  Rio  Grande  Western 
Railroad  Company,  Refunding  and 
Improvement  Mortgage,  6%  Bonds, 
Series  A,  due  1974 200,000.00  *80,000.0( 

The  Western  Realty  Company,  Com- 
mon Stock,  3,005  shares,  par  value 300,500.00       **157,000^ 

$6,480,500.00      $4,423,000.01 

*  Notlraded.    Estimated  by  comparison  with  other  bonds  of  the  sanie  Company  whic 
receive  comparable  treatment  under  the  Plan  of  Reorganization  of  that  Company. 
•*  Appraised  value  as  of  February  15,  1943. 

[Endorsed] :     Filed  Feb.  1, 1949. 
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PLAINTIFF'S  EXHIBIT  No.  12 

Filed  August  23, 1944. 

In  the  District  Court  of  the  United  States  for  the 
Northern  District  of  California,  Southern  Divi- 
sion. 
1^  No.  26591-S 

In  the  Matter  of 

The  Western  Pacific  Railroad  Company, 

Debtor. 

PETITION  OF  REORGANIZATION  COMMIT- 
TEE FOR  AN  ORDER  APPROVING  USE 
OF  THE  DEBTOR  COMPANY  IN  CARRY- 
ING OUT  AND  MAKING  EFFECTIVE  THE 
PLAN,  APPROVING  PROPOSED  AMEND- 
MENTS TO  THE  ARTICLES  OF  INCORPO- 
RATION AND  PROPOSED  NEW  BY-LAWS 
OF  DEBTOR  COMPANY  AND  APPROV- 
ING FORMS  OF  PREFERRED  AND  COM- 
MON STOCK  CERTIFICATES  AND  DI- 
RECTING ACTION  WITH  RESPECT 
THERETO 

Frederick  H.  Ecker,  Frank  C.  Wright  and  Rob- 
ert E.  Coulson,  being  all  the  members  of  the  Reor- 
ganization Committee  designated  to  put  into  effect 
and  carry  out  the  plan  of  reorganization  of  the 
debtor  above  named,  hereby  represent  to  the  Court 
and  petition  as  follows : 

1.  The  plan  of  reorganization  of  the  debtor  (here- 
in after  called  ''the  plan"),  confirmed  by  order  of 
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this  Court  on  October  11,  1943,  provides  in  subdivi- 
sion R  that  ' '  The  plan  may  be  carried  out  either  by 
revesting  the  properties  formerly  of  the  debtor  in 
the  debtor  company  or  by  transferring  said  proper- 
ties to  a  new  corporation  organized  for  the  purpose, " 
and  ''The  method  of  carrying  out  the  plan  shall  be 
determined  by  the  reorganization  committee  in  its 
discretion,"  subject  to  the  approval  of  the  Court. 
Under  subdivision  R  of  the  plan  your  petitioners  are 
empowered  also  to  determine,  subject  to  the  approval 
of  the  Court,  the  form  and,  except  as  otherwise  pro- 
vided in  the  plan,  the  provisions  of  the  charter,  by- 
laws and  stock  certificates  of  the  reorganized  com- 
pany. 

2.  The  debtor  company.  The  Western  Pacific 
Railroad  Company,  is  a  corporation  already  organ- 
ized and  existing  under  the  laws  of  the  State  of  Cali- 
fornia, and  has  certain  rights,  privileges  and  fran- 
chises in  the  states  of  California,  Nevada  and  Utah, 
and  has  the  record  title  to  the  railroad  facilities  and 
properties  involved  in  the  bankruptcy  proceeding; 
and  the  use  of  the  debtor  company  in  carrying  out 
the  plan  will  result  in  substantial  economies  and  will 
otherwise  facilitate  the  reorganization.  After  consid- 
ering all  factors,  your  petitioners  have  determined, 
acting  on  advice  of  counsel,,  that  the  debtor  company 
should  be  used  in  carrying  out  the  plan  and  that  a 
new  corporation  should  not  be  organized. 

3.  Pursuant  to  the  petition  of  the  Reorganiza- 
tion Committee  filed  herein  December  1,  1943,  the 
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Court  on  December  17,  1943,  entered  an  order  auth- 
orizing and  directing  transfer  of  the  preferred  and 
common  stock  of  the  debtor  company  to  the  Reor- 
ganization Committee,  at  a  time  and  place  to  be  fixed 
in  the  discretion  of  the  Committee  by  its  request  in 
writing  to  The  Western  Pacfic  Railroad  Corporation, 
a  Delaware  corporation  which  previously  owned 
such  stock,  and  approving  action  of  the  Committee 
in  connection  with  a  certain  agreement  for  securing 
control  of  such  stock.  The  transfer  by  The  Western 
Pacific  Railroad  Corporation  of  the  preferred  and 
common  stock  of  the  debtor  company  was  duly  ap- 
proved by  the  requisite  vote  of  the  stockholders  of 
The  Western  Pacific  Railroad  Corporation,  pursu- 
ant to  the  provisions  of  its  Certificate  of  Incorpora- 
tion and  By-laws  on  April  20,  1944.  Thereafter,  on 
the  first  day  of  May,  1944,  your  petitioners,  pursuant 
to  said  order  of  December  17,  1943,  made  request  of 
The  Western  Pacific  Railroad  Corporation  for  the 
transfer  of  said  stock  in  accordance  with  the  author- 
izaton  of  its  stocldiolders  and  on  the  same  date  said 
stock  was  duly  transferred  to  your  petitioners.  Said 
transfer  has  been  made  of  record  on  the  books  of 
the  debtor  company,  except  as  to  directors'  qualify- 
ing shares,  certificates  for  which,  duly  endorsed  in 
blank,  are  held  by  the  Reorganization  Committee, 
by  the  issuance  of  new  preferred  and  common  stock 
certificates  to  your  petitioners. 

i     4.     In  order  that  the  debtor  company  may  be  used 
in  carrying  out  and  making  effective  the  plan,  it 
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will  be  necessary  to  amend  its  Articles  of  Incorpora- 
tion and  to  adopt  new  By-laws  to  provide  for  the 
new  preferred  and  common  stock  authorized  under 
the  plan  and  for  other  changes  required  by  said  plan. 
Your  petitioners,  subject  to  the  approval  of  the 
Court,  have  approved  a  proposed  Certificate  of 
Amendment  of  the  Articles  of  Incorporation  of  the 
debtor  company  and  proposed  new  By-laws  of  the 
debtor  company.  Copies  of  said  proposed  Certificate 
of  Amendment  and  By-laws  in  typewritten  form  are 
annexed  hereto  as  Exhibits  "A"  and  "B",  and  are 
hereby  submitted  to  the  Court  for  approval  as  to 
substance  and,  also,  as  to  form,  subject  to  such  minor 
changes  as  the  Reorganization  Committee,  upon  ad- 
vice of  counsel,  may  deem  advisable. 

5.  Your  petitioners,  subject  to  the  approval  of  the 
Court,  have  also  approved  in  draft  form  the  face 
of  a  proposed  certificate  for  shares  of  the  Preferred 
Stock,  Series  A,  provided  under  the  plan,  and  the 
face  of  a  proposed  certificate  for  shares  of  the  Com- 
mon Stock,  likewise  so  provided,  copies  of  which 
are  annexed  hereto  as  Exhibts  "C"  and  "D,"  re- 
spectively, and  are  hereby  submitted  to  the  Court 
for  approval  as  to  substance  and  general  form.  Your 
petitioners  have  also  approved  the  reproduction,  on 
the  reverse  side  of  each  of  said  stock  certificates,  of 
the  full  text  of  Article  VII  of  the  Articles  of  Incor- 
poration of  the  debtor  company,  after  amendment, 
as  shown  in  the  proposed  Certificate  of  Amendment; 
Exhibit  "A",  annexed  hereto.   Inasmuch  as  the  re- 
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verse  side  of  each  of  said  stock  certificates  will  in- 
clude only  the  usual  form  of  assignment  and  the  text 
of  said  Article  VII,  which  is  subject  to  the  approval 
of  the  Court  as  a  part  of  said  Exhibit  "A",  it  is 
deemed  umiecessary  to  submit  the  forms  of  the  re- 
verse sides  of  said  certificates  in  draft  form. 

6.  Your  petitioners  propose,  in  the  event  the 
Court  approves  the  exhibits  hereto  annexed,  to  take 
appropriate  action,  as  the  record  holders  of  the  pres- 
ent preferred  and  common  stock  of  the  debtor  com- 
pany for  the  adoption  of  the  proposed  By-laws  for 
the  debtor  company  and  the  proposed  amendment 
to  its  Articles  of  Incorporation  and  to  arrange  for 
the  preparation  of  new  preferred  and  common  stock 
certificates,  in  temporary  form,  if  your  petitioners 
shall  determine  this  to  be  necessary  or  advisable, 
and  in  permanent  engraved  form.  Your  petitioners 
also  propose  to  request  the  then  directors  of  the 
debtor  company  to  take  such  appropriate  action  as 
is  required  of  directors  in  connection  with  the  adop- 
tion of  said  amendments.  It  is  proposed  that  the 
adoption  of  said  amendments  to  the  Articles  of  In- 
corporation shall  be  subject  to  the  further  order  of 
the  Court  as  to  the  time  of  the  filing  of  the  Certifi- 
cate of  Amendment  with  the  Secretary  of  State  of 
California  which  will  be  required  in  order  to  make 
the  amendments  completely  eifective. 

Wherefore,  your  petitioners  pray  for  the  order 
3f  this  Court : 

(a)     Approving  the  determination  of  your  peti- 
tioners that  the  existing  debtor  company,  The  West- 
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ern  Pacific  Railroad  Company,  be  used  in  carrying 
out  and  making  effective  the  plan  of  reorganization ; 

(b)  Approving  the  proposed  Certificate  of 
Amendment  of  the  Articles  of  Incorporation  of  the 
debtor  company,  a  copy  of  which  in  typewritten  form 
is  attached  hereto  as  Exhibit  "A",  as  to  substance 
and,  also,  as  to  form,  subject  to  such  minor  changes 
as  the  Reorganization  Committee,  upon  advise  of 
counsel,  may  deem  advisable ; 

(c)  Approving  the  proposed  By-laws  for  the 
debtor  company,  a  copy  of  which  in  typewi'itten 
form  is  attached  hereto  as  "Exhibit  B",  as  to  sub- 
stance and,  also,  as  to  form,  subject  to  such  minor 
changes  as  the  Reorganization  Committee,  upon  ad- 
vice of  counsel,  may  deem  advisable ; 

(d)  Approving  the  substance  and  the  general 
f 01^  of  the  proposed  face  of  the  certificate  for  shares 
of  Preferred  Stock,  Series  A,,  which  is  attached  here- 
to as  "Exhibit  C"; 

(e)  Approving  the  substance  and  the  general 
form  of  the  proposed  face  of  the  certificate  for  shares 
of  common  stock,  which  is  attached  hereto  as  "Ex- 
hibit D"; 

(f )  Authorizing  and  directing  petitioners,  as  the 
Reorganization  Committee  of  the  debtor  company 
and  as  stockholders  of  record  of  the  debtor  company, 
to  take  or  cause  to  be  taken  such  action  as  may  be 
necessary  or  appropriate  for  the  adoption  of  said 
proposed  amendments  to  the  Articles  of  Incorpora- 
tion and  said  proposed  By-laws  of  the  debtor  com- 
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pany,  and  for  the  preparation  of  complete  certifi- 
cates as  described  herein  for  the  preferred  and  com- 
mon stock  contemplated  imder  the  plan  of  reorgani- 
zation, in  temporary  form  if  the  petitioners  shall 
determine  this  to  be  necessary  or  advisable,  and  in 
permanent  form; 

(g)  Authorizing  the  directors  of  the  debtor  com- 
pany then  in  office  to  take  such  action,  as  and  when 
requested  by  the  Reorganization  Committee,  as  may 
be  necessary  and  appropriate  in  connection  with  the 
adoption  of  said  amendements  to  the  Articles  of  In- 
corporation. 

(h)  Granting  such  other  and  further  relief  as 
may  be  proper  in  the  premises. 

Respectfully  submitted, 

WHITMAN,  RANSOM, 
COULSON  &  GOETZ 

PILLSBURY,  MADISON 
&  SUTRO 

Counsel  for  Petitioners. 

[Verification  omitted  in  printing] 
[Endorsed] :    Filed  Feb.  1, 1949. 
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PLAINTIFF'S  EXHIBIT  No.  13 

Filed  Sept.  25tli,  1944. 

In  the  District  Court  of  the  United  States  for  the 
Northern  District  of  California,  Southern  Divi- 
sion. 

No.  26591-S 

In  the  Matter  of 

The  Western  Pacific  Railroad  Company, 

Debtor. 

ORDER  APPROVING  USE  OF  THE  DEBTOR 
COMPANY  IN  CARRYING  OUT  AND  MAK- 
ING EFFECTIVE  THE  PLAN,  APPROV- 
ING PROPOSED  AMENDMENTS  TO  THE 
ARTICLES  OF  INCORPORATION  AND 
PROPOSED  NEW  BY-LAWS  OF  DEBTOR 
COMPANY  AND  APPROVING  FORMS  OF 
PREFERRED  AND  COMMON  STOCK  CER- 
TIFICATES AND  DIRECTING  ACTION 
WITH  RESPECT  THERETO 

The  petition  filed  August  23, 1944  by  Frederick  H. 
Ecker,  Frank  C.  Wright  and  Robert  E.  Coulson,  the 
Reorganization  Committee  designated  to  put  into  ef- 
fect and  carry  out  the  plan  of  reorganization  of  the 
debtor  above  named,  for  an  order  approving  the  use 
of  the  debtor  company  in  carrying  out  and  making 
effective  the  plan,  approving  proposed  amendments 
to  the  articles  of  incorporation  and  proposed  new 
by-laws  of  the  debtor  company  and  approving  forms 
of  preferred  and  common  stock  certificates  and  di- 
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recting  action  with  respect  thereto,  duly  came  on  to 
be  heard  and  was  heard  on  the  25th  day  of  Septem- 
ber, 1944,  and  has  been  submitted. 

The  Court  being  fully  advised  in  the  premises  finds 
that  notice  of  the  hearing  upon  said  petition  has  been 
given  as  prescribed  by  the  order  of  this  Court,  dated 
and  filed  August  23,  1944,  and  that  all  of  the  allega- 
tions and  representations  contained  in  the  petition 
are  true. 

The  Court  further  finds  and  concludes : 

(a)  That  the  corporate  existence  of  the  debtor 
and  its  authority  to  do  business  in  the  states  of 
California,  Nevada  and  Utah  has  been  duly 
maintained  and  preserved  and  that  the  preferred 
and  common  stock  of  the  debtor  is  held  of  rec- 
ord by  the  petitioners  herein  so  as  to  make  said 

,  company  available  for  use  as  the  reorganized 
company  in  carrying  out  and  making  effective 
the  plan  of  reorganization ; 

(b)  That  the  use  of  the  debtor  company  as 
the  reorganized  company  under  the  plan  of  re- 
organization, as  determined  and  proposed  by  the 
petitioners  herein,  will  result  in  substantial  econ- 
omies and  otherwise  facilitate  the  reorganiza- 
tion and  should  be  approved ; 

(c)  That  the  proposed  Certificate  of  Amend- 
ment of  the  Articles  of  Incorporation  of  the 
debtor  company  and  the  amendments  to  said 
Articles  contained  therein  are  consistent  with 
the  plan  of  reorganization  and  appropriate  for 
its  purposes,  and  should  be  approved; 
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(d)  That  the  proposed  new  By-laws  of  the 
debtor  company  are  consistent  with  the  plan 
of  reorganization  and  appropriate  for  its  pur- 
poses, and  should  be  approved ; 

(e)  That  the  proposed  forms  of  certificates 
for  shares  of  new  Preferred  Stock,  Series  A,  and 
shares  of  new  common  stock,  as  described  in  said 
petition,  to  which  are  attached  as  exhibits  draft 
forms  of  the  faces  of  said  certificates,  are  con- 
sistent with  the  plan  or  reorganization  and  ap- 
propriate for  its  purposes,  and  should  be  ap- 
proved; and 

(f)  That  the  action  proposed  to  be  taken  by 
the  petitioners  herein,,  as  the  record  holders  of 
the  stock  of  the  debtor  company  and  as  the  Re- 
organization Committee  under  the  plan  of  re- 
organization, and  by  the  directors  of  said  com- 
pany then  in  office,  should  be  authorized. 

Now,  Therefore,  it  is  hereby  Ordered,  Adjudged 
and  Decreed : 

(1)  That  the  use  of  the  existing  debtor  com- 
pany in  carrying  out  and  making  effective  the 
plan  of  reorganization,  as  determined  and  pro- 
posed by  the  petitioners  herein,  be  and  hereby 
is  approved; 

(2)  That  the  Certificate  of  Amendment  of  th( 
Articles  of  Incorporation  of  the  debtor  compan;; 
and  the  amendments  to  said  Articles  contained 
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therein,  being  Exhibit  A  attached,  to  said  peti- 
tion, be  and  hereby  are  approved  as  to  the  sub- 
stance and  provisions  thereof  and  as  to  form, 
subject  to  such  minor  changes  as  the  Reorgani- 
zation Committee,  upon  advice  of  counsel,  may 
deem  advisable ; 

(3)  That  the  By-laws  for  the  debtor  company, 
being  Exhibit  B  attached  to  said  petition,  be  and 
hereby  are  approved  as  to  the  substance  and  pro- 
visions thereof  and  as  to  form,  subject  to  such 
minor  changes  as  the  Reorganization  Commit- 
tee, upon  advice  of  counsel,  may  deem  advisable ; 

(4)  That  the  form  of  certificate  for  shares  of 
Preferred  Stock,  Series  A,  being  the  form  de- 
scribed in  said  petition,  the  face  of  which  in 
draft  form  was  submitted  therewith  as  Exhibit 
C,  be  and  hereby  is  approved  as  to  the  substance 
and  provisions  thereof  and  as  to  general  form, 
subject  to  such  minor  changes  as  the  Reorgani- 
zation Committee,  upon  advice  of  counsel,  may 
deem  advisable ; 

(5)  That  the  form  of  certificate  for  shares  of 
common  stock,,  being  the  form  described  in  said 
petition,  the  face  of  which  in  draft  form  was 
submitted  therewith  as  Exhibit  D,  be  and  hereby 
is  approved  as  to  the  substance  and  provisions 
thereof  and  as  to  general  form,  subject  to  such 
minor  changes  as  the  Reorganization  Commit- 
tee, upon  advice  of  counsel,  may  deem  advisable ; 
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(6)  That  the  petitioners  herein,  as  the  Re- 
organization Committee  under  the  plan  of  re- 
organization and  the  stockholders  of  record  of 
the  debtor  company,  be  and  hereby  are  author- 
ized and  directed  to  take  or  cause  to  be  taken 
such  action  as  may  be  necessary  or  appropriate 
for  the  adoption  of  the  aforesaid  amendments 
to  the  Articles  of  Incorporation  and  new  By- 
laws of  the  debtor  company  and  for  the  prepara- 
tion of  complete  certificates  as  described  in  said 
petition  for  the  preferred  and  common  stock 
contemplated  under  the  plan  or  reorganization, 
in  temporary  form  if  petitioners  shall  determine 
these  to  be  necessary  or  advisable  and  in  perma- 
nent form;  and 

(7)  That  the  directors  of  the  debtor  company 
then  in  office  be  and  hereby  are  authorized  to 
take  such  action  as  and  when  requested  by  the 
petitioners  herein  as  said  Reorganization  Com- 
mittee, as  may  be  necessary  or  appropriate  in 
connection  with  the  adoption  of  the  aforesaid 
amendments  to  the  Articles  of  Incorporation  of 
the  debtor  company. 

Dated,  September  25, 1944. 

A.  F.  St.  SURE, 
District  Judge. 

[Endorsed]:     Filed  Feb.  1, 1949. 
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PLAINTIFF'S  EXHIBIT  No.  14 
[Plaintiff's  Exhibit  No.  14  is  identical  to  Exhibits 
1,  ''A",  ''B",  "C",  "D",  "E",  and  "F"  attached 
to  the  Answer  and  Counterclaim  of  Defendants 
Western  Pacific  Railroad  Co.,  et.  al.  See  printed 
pages  36  to  108  of  Volume  1.] 

PLAINTIFF'S  EXHIBIT  No.  15 

Whereas,  heretofore  in  a  proceeding  in  the  United 
States  District  Court  for  the  Northern  District  of 
California,  Southern  Division,  for  the  reorganiza- 
tion of  a  railroad  under  Section  77  of  the  Bank- 
ruptcy Act,  as  amended,  entitled  ''In  the  Matter 
of  The  Western  Pacific  Railroad  Company,  Debtor", 
No.  26591-S,  a  Plan  of  Reorganization  of  The  West- 
ern Pacific  Railroad  Company  was  approved  and 
confirmed,  and,  pursuant  to  the  provisions  of  said 
Plan  of  Reorganization,  an  order  was  entered  on 
September  25,  1944,  by  said  Court  approving  the 
use  of  the  said  debtor  company,  The  Western  Pa- 
cific Railroad  Company,  a  corporation  organized  and 
existing  under  the  laws  of  the  State  of  California, 
as  the  reorganized  company  in  carrying  out  said 
plan; 

Whereas,  the  Interstate  Commerce  Commission, 
under  date  of  October  24,  1944,  in  Docket  #10913, 
made  a  report  and  order  which,  among  other  things, 
approved  and  authorized  the  assumption  by  said  The 
Western  Pacific  Railroad  Company  of  obligations 
and  liabilities  as  provided  in  said  plan ; 
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Whereas,  pursuant  to  said  Plan  of  Reorganization 
and  to  the  order  entered  in  said  proceeding  on  No- 
vember 27,  1944,  T.  M.  Schumacher  and  Sidney  M. 
Ehrman,  as  Trustees  of  the  property  of  said  The 
Western  Pacific  Railroad  Company,  duly  appointed 
in  said  proceeding  (hereinafter  called  the  ''Trus- 
tees"), have,  by  deed  dated  December  9th,  1944,  re- 
misedy  released,  transferred,  conveyed  and  quit- 
claimed to  the  undersigned,  said  The  Western  Pa- 
cific Railroad  Company,  all  of  the  property,  real, 
personal  and  mixed,  of  every  kind  and  nature,  vested 
in,  held,  possessed,  used  or  controlled  by  said  Trus- 
tees ; 

Now,  Therefore,  pursuant  to  the  provisions  of  said 
order  entered  November  27,  1944,  and  in  considera- 
tion of  the  said  release,  transfer  and  conveyance  by 
the  Trustees,  the  undersigned  The  Western  Pacific 
Railroad  Company,  for  itself,  its  successors  and  as- 
signs, makes  this  Agreement  with  said  Trustees,  for 
the  benefit  of  said  Trustees  and  of  all  other  parties 
in  interest  in  the  above-entitled  proceedings,  under 
which  agreement  the  undersigned  does  hereby : 

1.  Assume  and  agree  to  perform  all  contracts, 
leases  and  agreements  made  or  entered  into  by  the 
debtor  in  possession  or  by  said  Trustees  and  remain- 
ing in  effect  on  December  31,  1944,  and  all  contracts, 
leases  and  agreements  of  the  debtor  in  effect  on  Au- 
gust 2,  1935,  either  assumed  or  not  disaffirmed  by 
said  Trustees,  which  remain  in  effect  on  December 
31,  1944,  and  expenses  of  reorganization  allowed  by 
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the  Court  within  the  maximum  fixed  by  the  Inter- 
state Commerce  Commission; 

2.  Assume  any  and  all  outstanding  current  liabili- 
ties and  obligations  incurred  by  said  Trustees  and 
without  limitation  thereto,  any  and  all  liabilities  or 
obligations  of  the  debtor  in  possession  or  said  Trus- 
tees with  respect  to  claims  for  personal  injmy  or 
death,  for  loss  or  damage  to  property  and  generally 
any  and  all  liabilities  and  obligations  with  respect 
to  claims  of  any  character  whether  heretofore  or 
hereafter  asserted  arising  out  of  the  possession,  use 
or  operation  of  the  debtor's  properties  by  said  Trus- 
tees, or  their  conduct  of  the  debtor's  business,  indu- 
ing liabilities  and  obligations  hereafter  arising  up 
to  midnight  December  31, 1944. 

3.  Without  limitation  of  the  generality  of  the  fore- 
going agreements  in  paragraphs  1  and  2  hereof,  spe- 
cifically undertake  to  defend  at  its  own  sole  cost  and 
expense  all  suits  and  proceedings,  of  whatsoever 
character,  now  or  hereafter  instituted  against  the 
Trustees,  or  either  of  them,  arising  out  of  the  pos- 
session, use  or  operation  of  the  debtor's  properties 
by  the  Trustees  oa^  of  their  conduct  of  the  debtor's 
business,  and  to  assume  the  conduct  of  all  suits  and 
proceedings,,  of  whatsoever  character,  heretofore  or 
hereafter  brought  by  the  Trustees  in  the  discharge 
of  their  duties  and  responsibilities  as  such,  and,  gen- 
erally, to  indemnify  the  Trustees  and  save  them 
harmless  against  all  expense,  liability,  loss,  judg- 
ments, claims  and  demands  arising  out  of  such  suits 
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or  proceedings.  It  is  the  intent  of  the  covenants  in 
this  paragraph  3  contained  that  The  Western  Pa- 
cific Railroad  Company  shall  assume  responsibility 
for  all  such  suits  and  proceedings  to  which  the  Trus- 
tees, or  either  of  them,  are  or  shall  become  parties, 
to  the  same  effect  as  if  The  Western  Pacific  Railroad 
Company  instead  of  the  Trustees  had  been  party 
thereto  in  the  first  instance. 

4.  Without  limitation  of  the  generality  of  the 
foregoing  agreements  in  Paragraphs  1  and  2  above, 
specifically  assume  and  agree  to  perform  the  obliga- 
tions of  the  Trustees  in  respect  of  the  following : 

(a)  $1,235,000  unpaid  balance,,  princi^Dal 
amount  of  Three  Per  Cent.  Equipment  Trust 
Certificates,  Series  of  1937,  issued  February  1, 
1937,  under  Agreement  of  same  date,  between 
J.  T.  Harrigan  and  F.  E.  Egly,  Vendors,  with 
Central  Hanover  Bank  and  Trust  Compa;ny, 
Trustee,  and  T.  M.  Schumacher  and  Sidney  M. 
Ehrman,  Trustees  of  the  Property  of  The  West- 
ern Pacific  Railroad  Company,  Debtor. 

(b)  $1,855,000  unpaid  balance,  principal 
amount  of  One  and  Three  Quarters  Per  Cent 
Equij)ment  Trust  Certificates,  Series  of  1941, 
issued  August  1, 1941,  under  Agreement  of  same 
date,  between  M.  J.  Suydam  and  F.  W.  Walter, 
Vendors,  with  Central  Hanover  Bank  and  Trust 
Company,  Trustee,  and  T.  M.  Schumacher  and 
Sidney  M.  Ehrman,  Trustees  of  the  Property  of 
The  Western  Pacific  Railroad  Company,  Debtoa". 

(c)  Conditional  Sale  Agreement,  dated  as  of 
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May  25,,  1943,  between  Lima  Locomotive  Works, 
Incorporated,  and  T.  M.  Scbmnacher  and  Sidney 
M.  Ehrman,  Trustees  of  the  Property  of  The 
Western  Pacific  Railroad  Company,  Debtor,  re- 
lating ot  the  purchase  on  monthly  installment 
plan  of  six  steam  freight  locomotives. 

(d)  Conditional  Sale  Agreement,  dated  as  of 
June  21,  1943,  between  Electro-Motive  Division, 
General  Motors  Corporation  and  T.  M.  Schu- 
macher and  Sidney  M.  Ehrman,  Trustees  of  the 
Property  of  The  Western  Pacific  Railroad  Com- 
pany, Debtor,  relating  to  the  purchase  on 
monthly  installment  plan  of  three  5400  H.  P. 
diesel  electric  freight  locomotives. 

(e)  Conditional  Sale  Agreement,  dated  as  of 
June  1, 1944,  between  The  Chase  National  Bank 
of  the  City  of  New  York  and  T.  M.  Schumacher 
and  Sidney  M.  Ehrman,  Trustees  of  the  Prop- 
erty of  The  Western  Pacific  Railroad  Company, 
Debtor,  relating  to  the  purchase  on  monthly  in- 
stallment plan  of  six  5400  H.  P.  diesel  electric 
freight  locomotives. 

5.  Without  limitation  of  the  generality  of  the  fore- 
going agreements  in  Paragraphs  1  and  2  above,  spe- 
cifically assume  and  agree  to  pay  in  cash  the  face 
amount  of  any  and  all  outstanding  first  mortgage 
bond  coupons  which  matured  on  or  prior  to  Septem- 
ber 1,  1933,  and  had  not  theretofore  been  presented 
[for  payment;  such  coupons  being  those  which  the 
iCourt  by  orders  of  March  11,  1936  and  March  20, 
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1936,  authorized  The  Chase  National  Bank  of  the 
City  of  New  York  to  pay  from  funds  which  had  been 
deposited  with  it  by  the  debtor : 

6.  Without  limitation  of  the  generality  of  the  fore- 
going agreements  in  Paragraphs  1  and  2  above,  as- 
sume the  liability  for,  and  pay  in  due  course,  any 
and  all  taxes  lawfully  due  to  the  United  States  from 
the  debtor  or  the  debtor's  Trustees  for  any  taxable 
period  prior  to  January  1, 1945,  whether  or  not  proof 
thereof  was  made  in  the  said  proceeding  and  without 
prejudice  by  reason  of  such  proof  not  having  been 
made. 

This  agreement  shall  become  effective  on  Decem- 
ber 29,  1944,  at  12 :01  A.  M.,  Pacific  War  Time. 

In  Witness  Whereof,  the  undersigned  has  caused 
this  instrument  to  be  executed  in  its  behalf  by  its 
President  and  its  corporate  seal  to  be  hereunto  affixed 
this  14th  day  of  December,  1944. 

THE  WESTERN  PACIFIC 
RAILROAD  COMPANY, 

[Corporate  Seal]    By  CHARLES  ELSEY, 

President. 
Attest : 

C.  L.  DROIT, 
Secretary. 

[Endorsed]  :     Filed  Feb.  1, 1949. 
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No.  1 


Owned  by 


1935 


1936 


1937 


1938 


1939 


1940 


1941 


1942 


1943 


1944 


1945 


1946 


1947 


1st  Mortgage  5%  Bonds  due  1946 

vilhui-Curtiss  James $148,000     $647,000  $2,384,000  $2,964,000  $3,000,000  $3,000,000 

uitiss  .Southwestern  Company 14,000         14,000         14,000         14,000         14,000         14,000 

■i, Hiss  Southwestern  Corporation 1,000,000     1,000,000  $1,000,000  $1,000,000 

\.r  .1  iimes Co None 

:si.,lr  „t  Arthur  Curtiss  James 3,014,000    3,014,000 

aiMcs  Foundation  of  New  York  Inc $2,880,000  $8,860,000  Exchanged  for  new  securities  12/29/44 

3  Year  5%  Collateral  Notes 

V.  I_\  James  Co $4,999,800  $4,999,800  $4,999,800  $4,999,800  $4,999,800  $4,999,800  $4,999,800  $4,999,800  $4,999,800  $4,999,800  Exehanged  for  new  securities  12/29/44 

CoUatcrized  by : — 

$6,249,500  W.P.R.R.  Co.  5%  Genl.  &  Ref .  Bonds  due  1957 
Less   2,000,000  Delivered  to  Railroad  Credit  Corpn.  3/24/33  on  which  A.C.J.  Co.  held  second  lien 


$4,249,500 


I  an  ITS  Foundation  of  New  Y'orklnc. 
\  I ',  -lames  Co 


1 .  1 1 1 M  s  Foundation  of  New  York  Inc. 
\  I'  .lames  Co 


4V4%  Income  Mortgage  (Convertible)  Bonds  due  2014 

5%  Preferred  Stock 

Common  .Stock 


I  a  II  us  Foundation  of  New  York  Inc. 
.V.  ('.  James  Co 


$3,544,000 
163,680 


$53,160  $55,727  $55,727 

2,567 


$41,376  1/5  $153,165  1/5  $153,165  1/5 
37,635 


[Endorsed]:    Piled  Feb.  1,  1949. 
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The  Western  Pacific  Railroad  Corporation 

Schedule  of  Directors 

August  1,  1935  to  February  9,  1948 


Name  8/1/35    1936 

R.  S.Brewster         X  R-11/17/36 


T.  M.  Schumaehcr 

X 

X 

X 

A.  C.  James 

X 

X 

X 

E.  n.  Ferry 

X 

R-10/6/36 

W.  M.  KinRsley 

X 

X 

X 

W.  W.  Carman 

X 

X 

X 

M.  J.  Curry 

X 

X 

X 

A.  W.  Loasby 

X 

D-11/24/36 

F.  J.  Shcpard 

X 

X 

X 

R.  B.  Coulson 

X 

X 

X 

A.  Berger 

X 

X 

X 

W.  1).  Wood 

X 

X 

X 

J.K.Olypbant.Jr 

E-1/7/37 

A.  P.  Osbom 

E-1/7/37 

R.  M.  Price 

E-1/7/37 

H.  B.  Cainpl)cll 

J.  F.  Wieiikc-ii 

W.  W.  llatton 

C.  C.  Sheehan 

M.  C.  Valoucli 

F.  C.  Nicodcmus,  J 

r. 

E— Elected 

R — Resigned 

D — Deceased 

1940 


1941 


1942 


X     R-12/31/39 


X 

X 

D-9/7/42 

X 

X 

R-2/1/42 

X 

X 

X 

X 

X 

D-8/22/42 

X 

X 

R-2/6/42 

D-4/11/40 

X 

X 

X 

X 

R-12/18/41 

X 

X 

X 

X 

D-4/7/41 

X 

X 

X 

E-4/29/42 
E-9/23/42 

X 


2/9/48 


R-4/25/46 


E-2/15/44  X         R.10/10/46 


E-5/1/45 


X  X 

E-10/10/46       X 


[Endorsed] :    FUed  Feb.  2,  1949. 
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Aug.  1, 1935- 
Nanic  12/31/35        1936  1937  1938  1939  1940  1941 


,125.00  $1,875.00 

275.00 

7.85 

47.96 

$115.83  $     78.19  $ 

;     79.15 

,500.00 

1,041.65 

1,935.82 

6,000.00 

916.63 

416.65 

43.75 

250.00 

T.  M.  Schumacher,  President $10,416.65  $25,000.00  $25,000.00    $25,000.00  $15,000.00  $15,000.00  $15,000.00 

M.  J.  Curry,  President-Treasurer.... 

M.  J.  Curry,  Secretary-Treasurer....      2,250.00      5,400.00      5,400.00       5,400.00      3,300.00      3.300.00      3,300.00 

M.  J.  Curry— Expenses 225.68         531.08         433.47  353.92         378.28         366.21         216.13 

H.  Brua  Campbell,  Counsel' 2,083.30      5,000.00      5,000.00       5,000.00      5,000.00      5,000.00      5,000.00 

H.  Brua  Campbell,  Counsel — exp.* 

John  F.  Wienken,  Secretary 

John  P.  Wienken 87.50         525.00         525.00 

C.  E.  Andrews 1,083.30      2,600.00      2,600.00       2,600.00         741.84 

W.  C.  Mittelberg 937.50      2,250.00      2,250.00       2,250.00         920.00 

J.  M.  Pugh 358.17         750.00         750.00 

M.  C.  Valouch 312.50         750.00         810.00  810.00         340.00         340.00         340.00 

Lillian  O'Neill 260.00         260.00         260.00 

C.  C.  Sheehan 250.00         600.00         660.00  660.00         240.00         240.00         240.00 

Thomas  Keeley  (D&RGW  reorg.)  112.62 

Whitman,  Ransom,  Coulson  &  Goetz  (tax  matter)  1,335.96 

Sloss  &  Turner  (WPRR  reorg.) 431.35 

W.  V.  Hodges  (D&RGW  reorg.).... 

Leroy  Goodrich  

Marshall,  All,  Carey  &  Doub 

•  Payments  made  to  Pierce  &  Greer  and  F.  C.  Nicodemus,  Jr.  included  in  this  item. 


340.00 

141.65 

260.00 

108.30 

240.00 

100.00 
62.20 

750.00 

750.00 

428.40    3,000.00 
6,000.00 

[Endorsed] :     FUed  Feb.  2,  1949. 
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The  Western  Pacific  Railroad  Corporation 

Schedule  of  Payments  Made  to  Pierce  and  Greer, 

or  H.  Brua  Campbell 

January  1,  1942  —  December  31,  1945 

1942 

February  Services  for  January,  1942 $  208.33 

February  Services  for  February,  1942 208.33 

March  Services  for  March,  1942 208.33 

April  Services  for  April,  1942  208.33 

May  Services  for  May,  1942  208.33 

June  Services  for  June,  1942 208.33 

July  Services  for  July,  1942 208.33 

August  Services  for  August,  1942 208.33 

September  Services  for  September,  1942 208.33 

October  Services  for  October,  1942  208.33 

November  Services  for  November,  1942  208.33 

December  Services  for  December,  1942  208.33 

Total $2,499.96 

1943 

January         Services  for  January,  1943 $    208.33 

October  Services  for  February-May  1943,  incl 833.33 

$1,041.66 

1944 

None 


1945 
August           Expenditures  re :  reorganization 
proceedings 


-$1,935.82 
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PLAINTIFF'S  EXHIBIT  No.  26 

The  Western  Pacific  Railroad  Company 

Ballot 
(For  straight  voting) 

Special  Meeting  of  Stockholders,  March  26,  1945. 

The  undersigned  hereby  vote(s)  134,738  shares  of 
stock  for  the  following-named  persons  to  serve  as  di- 
rectors until  the  annual  meeting  of  stockholders : 

Wakefield  Baker  J.  A.  Folger 

Edward  H.  Bell  Harry  C.  Hagerty 

Edward  G.  Buckland  Charles  B.  Henderson 

J.  Reuben  Clark,  Jr.  J.  W.  Mailliard,  Jr. 

Robert  E.  Coulson  E.  W.  Mason 
Charles  Elsey 

Proxies  filed 

JAMES  FOUNDATION  OF 
NEW  YORK,  INC., 

A.  C.  JAMES  CO. 

By  /s/  ROBERT  E.  COULSON 
ROBERT  E.  COULSON 
Proxy  or  Proxies. 

Note:  If  a  stockholder  votes  personally,  his  sig- 
nature must  be  placed  on  the  first  line.  If  the  ballot 
is  cast  by  proxy  or  proxies,  the  name  of  the  stock- 
holder must  be  signed  on  the  first  line  and  the 
name(s)  of  the  proxy  or  proxies  on  the  next  line  or 
lines.  If  several  stockholders  are  represented  by 
proxy  or  proxies,  such  proxy  or  proxies  may  write 
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''Proxies  filed"  on  the  first  line  and  sign  on  the  next 
line  or  lines. 

The  Western  Pacific  Railroad  Company 

Ballot 
(For  straight  voting) 

Annual  Meeting  of  Stockholders,  June  27,  1945. 

The  undersigned  hereby  vote(s)  134,738  shares  of 
stock  for  the  following-named  persons  to  serve  as 
directors  until  the  next  annual  meeting  of  stock- 
holders : 

Wakefield  Baker  J.  A.  Folger 

Edward  H.  Bell  Harry  C.  Hagerty 

Edward  G.  Buckland  Charles  B.  Henderson 

J.  Reuben  Clark,  Jr.  J.  W.  Mailliard,  Jr. 

Robert  E.  Coulson  E.  W.  Mason 
Charles  Elsey 

Proxies  filed 

JAMES  FOUNDATION 
OF  NEW  YORK,  INC. 

A.  C.  JAMES  CO. 

By  /s/  ROBERT  E.  COULSON 
Proxy  or  Proxies. 

Note :  If  a  stockholder  votes  personally,  his  sig 
nature  must  be  placed  on  the  first  line.  If  the  balloi 
is  cast  by  proxy  or  proxies,  the  name  of  the  stock 
holder  must  be  signed  on  the  first  line  and  thf 
name(s)  of  the  proxy  or  proxies  on  the  next  line  o: 
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lines.  If  several  stockholders  are  represented  by 
proxy  or  proxies,  such  proxy  or  proxies  may  write 
"Proxies  filed"  on  the  first  line  and  sign  on  the  next 
line  or  lines. 

The  Western  Pacific  Railroad  Company 

Ballot 

(For  straight  voting) 

Annual  Meeting  of  Stockholders,  June  26,  1946. 

The  undersigned  hereby  vote(s)  208,892  shares  of 
stock  for  the  following-named  persons  to  serve  as 
directors  until  the  next  annual  meeting  of  stock- 
holders : 

Wakefield  Baker  Harry  C.  Hagerty 

Edward  H.  Bell  Charles  B.  Henderson 

J.  Reuben  Clark,  Jr.  Stuart  Jenkins 

Robert  E.  Coulson  J.  W.  Mailliard,  Jr. 

Charles  Elsey  E.  W.  Mason 
James  A.  Folger 

Proxies  filed 

JAMES  FOUNDATION  OF 
NEW  YORK,  INC. 

By  /s/  ROBERT  E.  COULSON 
Proxy  or  Proxies. 

Note:  If  a  stockholder  votes  personally,  his  sig- 
nature must  be  placed  on  the  first  line.  If  the  ballot 
is  cast  by  proxy  or  proxies,  the  name  of  the  stock- 
holder must  be  signed  on  the  first  line  and  the 
name(s)  of  the  proxy  or  proxies  on  the  next  line  or 
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lines.  If  several  stockholders  are  represented  by 
proxy  or  proxies,  such  proxy  or  proxies  may  write 
*' Proxies  filed"  on  the  first  line  and  sign  on  the  next 
line  or  lines. 

The  Western  Pacific  Railroad  Company 

Ballot 
(For  straight  voting) 

Annual  Meeting  of  Stockholders,  June  25,  1947. 

The  undersigned  hereby  vote(s)  208,892  shares  of 
stock  for  the  following-named  persons  to  serve  as 
directors  until  the  next  annual  meeting  of  stock- 
holders : 

Wakefield  Baker  Harry  C.  Hagerty 

Edward  H.  Bell  Charles  B.  Henderson 

J.  Reuben  Clark,  Jr.  Stuart  Jenkins 

Robert  E.  Coulson  J.  W.  Mailhard,  Jr. 

Charles  Elsey  H.  A.  Mitchell 
James  A.  Folger 

Proxies  filed  from 

JAMES  FOUNDATION  OF 
NEW  YORK,  INC. 

By  /s/  ROBERT  E.  COULSON  and 
STUART  JENKINS, 
Proxy  or  Proxies. 
Note :     If  a  stockholder  votes  personally,  his  sig- 
nature must  be  placed  on  the  first  line.  If  the  ballot 
is  cast  by  proxy  or  proxies,  the  name  of  the  stock- 
holder must  be  signed  on  the  first  line  and  the 
name(s)  of  the  proxy  or  proxies  on  the  next  line  or 
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lines.  If  several  stockholders  are  represented  by 
proxy  or  proxies,  such  proxy  or  proxies  may  write 
*' Proxies  filed"  on  the  first  line  and  sign  on  the  next 
line  or  lines. 

[Endorsed] :     Filed  Feb.  2, 1949. 


PLAINTIFF'S  EXHIBIT  No.  27 

Statement  No.  1 

Sheet  4  of  4  Sheets 

Summary 

Statements  of  M.  J.  Curry,  Asst.  Treas.  Covering  Balances,  Ee- 

ceipts  and  Expenditures  of  W.P.  RR.  Co.  Funds  by  New  York 

Office  for  Period— March  15,  1943,  to  May  1,  1945 

Balances  and  Receipts 

On  hand  Mar.  1, 1943 $  2,224.96 

Received  Mar.  16,  1943,  to  Dec.  17,  1943....  40,700.00  $  42,924.96 

Received  Jan.  14,  1944,  to  Dec.  19,  1944....  50,800.00 

Received  Jan.  22,  1945,  to  Apr.  19,  1945....  14,500.00 

Receipts  other  than  W.P.  RR.  Co.  Remittances  348.85 

Total  Balance  and  Receipts $108,573.81 

Disbursements 

Expended  March  to  Dec.  1943 $40,836.11 

Expended  January  to  Dec.  1944 51,474.69 

Expended  January  to  May  1945 14,872.82 

Total  Expended  by  M.  J.  Curry $107,183.62 

Unexpended  Balance  Returned  to 

E.  C.  Bates,  Treas.,  June  1945 $     1,390.19 

Office  of  General  Auditor 
San  Francisco,  California 
March  31, 1948 

[Endorsed] :    Filed  Feb.  2, 1949. 
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PLAINTIFF'S  EXHIBIT  No.  28 

Memorandum  for  File 

Supplementing  information  on  the  Memorandum  of  Confer- 
ence dated  June  2, 1943,  relating  to  assumption  of  certain  salaries 
and  expenses  of  the  New  York  office  by  the  Trustees,  the  following 
details  are  for  record : 

Previ-  Previ-  Total 

ously  ousl,v  now  to  be 

paid  by  paid  by  paid  by  Annual 

Trustees  W.P.  Corp.  Trustees  Total 

M.  J.  Curry $    600.00  $375.00  $    975.00     $11,700.00 

H.  Brua  Campbell 416.66  208.33  625.00  7,500.00 

Mary  C.  Valouch 191.66  28.33  220.00  2,640.00 

John  F.  Wienken 156.25  83.33  239.58+     2,875.00 

Lillian  0  'Neill 148.33  21.66  170.00  2,040.00 

Catharine  C.  Sheehan      145.00  20.00  165.00  1,980.00 

Total  Salary  RoU  ....$1,657.90     $736.65     $2,394.58     $28,735.00 
(Monthly  accounts  adjusted  end  of  year  to  annual  totals) 

Miscellaneous  Expenses 

.Rent  offices 188.34  188.34  376.68  (Month  to  month) 

t Electric   (approx.)....  18.00  18.00  36.00 

I  Storage  (approx.)  14.00  14.00 

jPhone  (approx.)  ....Asreq'd  25.00          ? 

I  Postage  (approx.)  ..As  req'd  18.00          ? 


Total  former  W.P.  Corp.  proportion  1,009.00 

|3an  Francisco 
ijune  2, 1943 
'    (E.W.E.) 

[Endorsed]  :    Filed  Feb.  2, 1949. 
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PLAINTIFF'S  EXHIBIT  No.  29 

New  York,  January  27, 1943. 
Mr.  Curry: 

My  secretary,  Mary  C.  Valouch,  who  has  been  do- 
ing my  work  since  Walter  Mittelberg  left,  has,  as 
you  know,  assumed  additional  duties,  particularly  of 
a  research  and  statistical  character  and  handles  our 
tax  matters. 

She  is  doing  this  work  in  a  satisfactory  manner 
so  I  am  increasing  her  salary,  effective  January  1, 
1943,  on  The  Western  Pacific  Railroad  Company 
payroll  to  $2,300  per  year,  which  is  an  increase  of 
$300  a  year  over  her  present  salary— my  former  sec- 
retary received  $3,400  a  year  from  the  Company. 

Please  arrange  your  payroll  accordingly. 

T.  M.  SCHUMACHER 

(Original  signed  by)     T.  M.  Schumacher. 

[Endorsed] :    Filed  Feb.  2, 1949. 
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PLAINTIFF 'S  EXHIBIT  No.  30 

Memorandum  of  Conference 
June  2,  1943. 

At  a  conference  held  today  between  Messrs.  Schu- 
macher,  Ehrman,  Matthew  and  Elsey,  it  was  agreed 
that  the  following  changes  should  be  made  with  re- 
spect to  employes  and  expenses  of  the  New  York 
office : 

1.  Effective  as  of  June  1, 1943,  all  employes  of  the 
New  York  office  heretofore  acting  as  joint  employes 
of  the  Reorganization  Trustees  and  The  Western 
Pacific  Railroad  Corporation  will  be  taken  over  as 
full  time  employes  of  the  Trustees,  viz : 

M.  J.  Curry 
H.  Brua  Campbell 
Mary  C.  Valouch 
John  F.  Wienken 
Lillian  O'Neill 
Catherine  C.  Sheehan 

2.  The  Trustes  will  assume  the  full  rental  of  the 
New  York  office,  together  with  all  expenses  for  mis- 
cellaneous supplies  and  services  incident  to  mainte- 
nance of  the  quarters. 

3.  It  was  understood  that  the  above  changes  will 
increase  the  Trustees'  expenses  by  approximately 
$1,000  per  month.  Mr.  Curry  will  continue  to  report 
to  the  General  Auditor,  as  heretofore,  details  as  to 
salaries  and  expenses  but  on  the  single  employer  ba- 
sis now  agreed  upon. 
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4.  It  was  agreed  that  the  Trustees  would  not  pay 
any  part  of  the  Corporation's  franchise  tax 
($1691.75  to  April  1944). 

5.  Although  the  employes  above  mentioned  will  be 
receiving  more  compensation  from  the  Trustees  than 
formerly,  it  is  the  opinion  of  Mr.  Dooling  that  no 
authority  will  be  required  from  the  Salary  Stabili- 
zation Unit  of  the  Bureau  of  Internal  Revenue  with 
respect  to  Mr.  Curry  or  from  the  War  Labor  Board, 
with  respect  to  other  employes,  since  none  of  them 
will  be  receiving  more  compensation  from  a  single 
employer  than  they  formerly  received  as  joint  em- 
ployes. 

6.  It  was  understood  that  Mr.  Schumacher  would 
make  necessary  application  to  the  Reconstruction 
Finance  Corporation  to  cover  Mr.  Curry's  increased 
salary  on  the  Trustees'  payroll,  such  consent  from 
the  R.F.C.  being  necessary  in  accord  with  terms  of 
the  Trustees'  loan  agreement  with  R.F.C. 

CHARLES  ELSEY. 

Copy  to  Mr.  T.  M.  Schumacher 
Mr.  Sidney  M.  Ehrman 
Mr.  Allan  P.  Matthew 
Mr.  D.  C.  DeGraff 
Mr.  E.  C.  Bates 

San  Francisco,  California, 

June  7,  1943. 

(EWE) 
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The  Western  Pacific  Railroad  Company 

37  WaU  Street, 
New  York. 

June  18,  1943. 

Mr.  Charles  B.  Henderson,  Chairman, 
Reconstruction  Finance  Corporation, 
Washington,  D.  C. 

Dear  Mr.  Henderson : 

Pursuant  to  Subdivision  (a),  Item  3,  of  Agree- 
ment dated  November  23,  1938,  between  the  under- 
signed Trustees  in  Reorganization  of  The  Western 
Pacific  Railroad  Company,  Debtor,  and  the  Recon- 
struction Finance  Corporation,  and  supplements 
thereto,  filed  on  December  2,  1940  and  December  1, 
1941,  this  is  to  respectfully  request  the  written  con- 
sent of  the  Reconstruction  Finance  Corporation  to 
the  folUowing  changes  in  salaries,  effective  June  1, 
1943: 

Mr.  M.  J.  Curry,.  Vice  President,  Assistant  Secre- 
tary and  Assistant  Treasurer,  in  our  37  Wall  Street, 
New  York  Office,  to  be  increased  from  $600  to  $975 
per  month. 

Mr.  H.  Brua  Campbell,  of  Pierce  &  Greer,  Coun- 
sel at  New  York,  40  Wall  Street,  to  be  increased 
from  $416.66  to  $625.  per  month. 

These  changes  are  brought  about  by  reason  of  the 
fact  that,  effective  as  of  June  1,  1943,  all  employees 
of  the  New  York  Office  heretofore  acting  as  joint 
employees  of  the  Reorganization  Trustees  and  The 


Western  Pacific  E.R.  Compcmy,  etc.        1741 

"Western  Pacific  Railroad  Corporation  (holding  com- 
pany) will  be  taken  over  as  full  time  employees  by 
the  Trustees  of  the  Debtor  Company. 

The  total  compensation  paid  Mr.  Curry  and  Mr. 
Campbell  are  shown  in  Exhibit  "  C "  attached  to  the 
aforementioned  agreement.  Mr.  Curry's  total  salary 
(amended  in  accordance  with  your  letter  of  March 
25,  1943)  remains  unchanged.  Mr.  Campbell's  total 
salary,  however,  is  $208.33  per  month  less  than  shown 
on  Exhibit  "C." 

Your  Corporation's  consent  to  the  aforementioned 
changes  will  be  appreciated. 

Yours  very  truly,, 

T.  M.  SCHUMACHER  & 
SIDNEY  M.  EHRMAN, 
Trustees  in  Reorganization, 

THE  WESTERN  PACIFIC 

RAILROAD  COMPANY, 

By  /s/  T.  M.  SCHUMACHER, 
One  of  the  Trustees. 

cc.    Messrs.  Ehrman,  Elsey,  Matthew  &  Nicodemus. 

[Endorsed]  :     Filed  Feb.  2, 1949. 
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PLAINTIFF'S  EXHIBIT  No.  31 

November  9,  1943 
Col.  Robert  E.  Coulson 
40  Wall  Street 
New  York  5,  N.  Y. 

Re:    Western  Pacific  Reorganization 

Dear  Col.   Coulson: 

This  will  acknowledge  receipt  of  your  firm's  let- 
ter of  November  8,  1943,  enclosing  the  report  of 
the  Reorganization  Committee  of  the  selection  of 
officers  and  counsel  and  the  designation  of  mailing 
address  and  adoption  of  by-laws. 

This  also  seems  very  formal  and  excessively  regu- 
lar but  nevertheless  I  wish  to  write  informally 
to  congratulate  the  Reorganization  Committee  on 
the  selection  of  your  firm  as  its  counsel.  As  counsel 
for  the  Debtor  as  well  as  for  the  Western  Pa- 
cific Railroad  Corporation  I  stand  ready  to  cooper- 
ate to  the  fullest  extent  in  expediting  the  reor- 
ganization. 

At  the  risk  of  possible  repetition  of  what  I  have 
said  to  you  personally  I  think  your  firm  will  ren- 
der a  distinct  service  if  it  insists  on  the  prepara- 
tion of  trust  indentures  of  a  somewhat  different 
character  than  those  that  have  been  used  in  re- 
cent reorganizations. 

Yours  very  truly, 

F.  C.  NICODEMUS,  JR. 
cc: 
Mr.  T.  M.  Schumacher. 

[Endorsed]:     Filed  Feb.  2,  1949. 
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PLAINTIFF'S  EXHIBIT  No.  32A 

April  21,  1945 
Mr.  Charles  Elsey,  President 
The  Western  Pacific  Railroad  Company 
526  Mission  Street 
San  Francisco,  California 

Dear  Mr.  Elsey : 

Since  Mr.  Droit  left  I  have  spent  some  time  dis- 
cussing with  Mr.  Schumacher  and  Mr.  Curry  some 
of  the  problems  incident  to  the  closing  of  the  office 
of  The  Western  Pacific  Railroad  Company  at  37 
Wall  Street.  In  this  connection  I  have  made  cer- 
tain suggestions,  some  of  which  are  not  a  matter 
of  concern  to  your  company  but  one  of  which  at 
least  is  understood  to  be  subject  to  your  approval. 

As  to  Miss  Vauloch  and  Miss  O'Neill  who  have 
been  in  the  office  at  37  Wall  Street,  I  have  agreed 
to  employ  them  in  this  office  quite  independently 
of  any  tax  work  being  done  for  your  company. 
They  will,  of  course,  lose  their  Railroad  Retirement 
protection  since  they  leave  the  employ  of  a  car- 
rier but  for  that  they  are  compensated  by  the  six 
months'  severance  allowance,  which  I  understand 
your  company  to  have  provided.  In  our  opinion 
the  fact  that  they  promptly  take  employment  in 
this  office  will  have  no  bearing  on  the  six  months' 
retirement  allowance  you  are  giving  them. 

Mrs.  Sheehan,  who  has  been  in  the  office  at  37 
Wall  Street,  is  not  desirous  of  taking  other  employ- 
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ment  at  the  moment  and  seems  quite  satisfied  with 
her  six  months'  severance  provision. 

As  to  Mr.  Wienken,  there  seems  to  be  no  other 
course  than  for  him,  with  the  protection  of  his  six 
months'  severance  pay,  to  secure  other  employment. 
We  are  not  able  to  make  any  place  for  him  in  this 
organization  or  to  justify  any  arrangement  to  se- 
cure his  availability  in  connection  with  pending 
tax  problems  of  your  company. 

As  to  Mr.  Curry,  my  suggestion  has  been  that 
this  office  retain  his  services  for  the  present  on 
an  annual  basis  to  make  investigations  and  fur- 
nish us  with  reports  and  to  be  available  as  a  witness 
in  connection  with  the  pending  tax  questions  which 
your  company  has  up  with  the   Federal  Govern- 
ment.    As  president  of  the  old  holding  company, 
which   is   a   party   in   interest    (without   financial 
stake)  in  the  consolidated  return  period,  it  seems 
to  us  essential  that  we  have  Mr.  Curry  available 
to  secure  us  necessary  data  from  the  files  of  the 
holding   company.     On  the   other  hand,  it  is  not 
feasible   for  the  holding   company   to   maintain   a 
New  York  office  on  its  own  account  because  of  cer- 
tain tax  problems  which   arise  under  New  York 
State  laws.    Under  the  arrangement  which  I  have 
proposed,  we  would  make  available  to  Mr.  Curry  an 
office  in  which  he  could  go  over  tax  data  in  connec- 1 
tion  with  studies  and  reports  we  desire  and  furnish  ' 
him  with  stenographic  assistance  in  compiling  his 
reports.    He  would  not,  in  any  sense,  be  an  "em- 
ployee" of  this  office.    It  is  our  opinion  that  such 
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work  as  an  independent  contractor  would  not  con- 
stitute   ^'entering   the    service"    of   the    operating 
company  so  as  to  prevent  payments  to  him  under 
the  Provisional  Retirement  Plan  of  your  company 
even  though  we  expected,  as  we  would,  to  be  reim- 
bursed by  your  company  for  the  annual  retainer 
paid  him   as   an  expense   of  the   tax   proceeding. 
The  same  applies,  we  think,  to  the  Railroad  Re- 
tirement benefits  which  Mr.  Curry  will  receive,  al- 
though we  have  made  no  extended  study  on  this 
point.    Mr.  Curry,  however,  will  have  to  resign  his 
position  as  a  nominal  vice  president  of  the  Denver 
and  Rio  Grande  for  the  purpose  of  stock  transfers, 
in  which  connection  he  has  been  receiving  compen- 
sation.    Otherwise  his  Railroad  Retirement  bene- 
fits would  not  accme. 

The  amount  I  suggest  by  way  of  annual  retainer 
to  Mr.  Curry  from  this  firm  is  $3,000.  There  is 
no  doubt  in  my  mind  that  his  usefulness  in  con- 
nection v/ith  the  tax  matters  will  justify  such  a 
payment  to  him  for  the  next  year  or  two.  Taken 
together  with  his  Railroad  Retirement  payments 
and  his  Provisional  Retirement  Plan  payment,  this 
proposed  retainer  will  also  serve  to  tide  him  over 
a  period  which  would  otherwise  be  somewhat  diffi- 
cult for  him. 

Everyone  seems  to  be  in  the  mood  to  be  quite 
content  and  happy  if  a  program,  such  as  is  outlined 
above,  can  be  worked  out.  This  does  not  mean 
that  Mr.  Schumacher  views  with  pleasure  not  hav- 
ing an  office  available  and  he  still  expresses  some 
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concern  as  to  whether  the  Western  Pacific  is  wise 
to  be  without  a  New  York  office  other  than  traffic 
offices.  Also,  I  received  a  rather  vehement  pro- 
test from  Mr.  Nicodemns,  whose  solution  was  to 
have  the  holding  company,  in  conjunction  with  the 
Denver  and  Rio  Grande,  continue  to  maintain  the 
office  at  37  Wall  Street  on  a  substantially  reduced 
scale.  There  are,  however,  obstacles  to  any  such 
program  which  seem  to  me  to  be  insuperable. 

Please  let  me  have,  as  promptly  as  you  can,  your 
reaction  to  that  part  of  the  program  outlined  above 
in  which  the  operating  company  has  a  definite  in- 
terest, viz.,  the  proposed  retainer  to  Mr.  Curry  to 
be  paid  by  us  and  reimbursed  to  us  as  one  of  our 
disbursements  in  connection  with  the  pending  tax 
matters. 

Sincerely  yours, 

/s/  ROBERT  E.  COULSON. 

[Stamped]:  The  Western  Pacific  R.R.  Co., 
President,  Apr.  24,  1945. 

[Endorsed]:     Filed  Feb.  2,  1949. 


PLAINTIFF'S  EXHIBIT  No.  39e 

April  8,  1943 
Col.  Robert  E.  Coulson 
40  Wall  Street 
New  York,  N.  Y. 

Dear  Col.  Coulson: 

Referring    to    my    recommendation    to    Messrs. 
Schumacher   and  Ehrman   that  your  firm  be   en- 
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gaged  as  advisory  counsel  to  aid  Mr.  Matthew  and 
me  in  the  solution  of  the  serious  problems  that 
will  arise  in  connection  with  the  preparation  of 
final  Federal  tax  returns  for  the  calendar  year 
1942,  I  am  just  in  receipt  of  advice  from  Mr.  Schu- 
macher that  this  recommendation  in  which  Mr.  Mat- 
thew has  concurred  is  agreeable  to  the  two  Trustees 
and  that  they  desire  me  to  arrange  forthwith  for 
your  firm's  services. 

Since  you  already  have  advised  me  informally  of 
your  firm's  willingness  to  undertake  this  work  I 
write  merely  to  confirm  the  arrangement  and  to 
say  that  I  will  hold  myself  in  readiness  to  confer 
with  your  Mr.  Polk  and  to  make  available  to  him 
such  data  as  has  been  supplied  to  me  and  such 
further  data  as  he  may  desire. 

The  firm  of  Lybrand,  Ross  and  Montgomery  has 
been  employed  in  connection  with  certain  account- 
ing problem  and  I  understand  their  services  will 
be  available  to  us  to  the  extent  that  we  deem  nec- 
essary. 

Yours  very  truly, 

/s/  F.  C.  NICODEMUS,  JR. 
[Endorsed:    Filed  Feb.  2,  1949. 
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PLAINTIFF'S  EXHIBIT  No.  39F 

April  20,  1943 
F.  C.  Mcodemus,  Jr.,  Esq. 
40  WaU  Street 
New  York,  N.  Y. 

Western  Pacific 

Dear  Mr.  Nicodemus: 

This  is  a  belated  acknowledgement  of  your  letter 
of  April  8,  1943.  I  had  assumed  from  its  text  and 
from  the  fact  that  Mr.  Polk  and  you  were  already 
at  work  when  I  received  youi'  letter  that  you  needed 
no  formal  acknowledginent.  However,  it  may  be 
better,  as  a  matter  of  record,  that  you  should  have 
a  formal  acknowledgment  of  the  fact  that  we  have 
undertaken  the  Federal  tax  work  for  the  Trus- 
tees as  advisory  counsel  in  conjunction  with  your- 
self and  Mr.  Matthews. 

Sincerely  yours, 

/s/  ROBERT  E.  COULSON. 

[Endorsed]:     Filed  Feb.  2,  1949. 
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PLAINTIFF'S  EXHIBIT  No.  42 

The  Western  Pacific  Railroad  Company 

November  15,  1948 

To  Whitman,  Ransom,  Coulson  &  Goetz,  Dr.,  At- 
torneys and  Counsellors  at  Law,  40  Wall  Street, 
New  York. 

Final  statement  covering  professional 
services  in  connection  with  Federal  tax 
disputes  as  to  the  taxable  period  from 
January  1,  1942,  through  April  30, 
1944    $300,000.00 

Retainer  payments,  July  1,   1945,  to 
December  31, 1948,  to  M.  J.  Curry 10,500.00 

I  Total $310,500.00 

Received  Payment, 

Whitman,  Ransom,  Coulson  &  Goetz 
40  Wall  Street,  New  York 

December  19,  1947 

Mr.  Charles  Elsey,  President 

The  Western  Pacific  Railroad  Company 

526  Mission  Street 

San  Francisco,  California 

Dear  Mr.  Elsey: 

In  connection  with  the  tax  work  which  I  and  my 
associates  have  been  carrying  on  for  The  Western 
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Pacific  Railroad  Company  during  the  1947  calen- 
dar year  I  have  had  prepared  a  statement  which 
is  enclosed.  This  statement  covers  such  services 
on  a  time  basis  and  does  not  purport  to  include 
any  fee  for  the  substantial  tax  savings  effected  for 
the  period  from  1942  through  the  first  four  months 
of  1944.  You  will,  I  think,  concur  in  my  view  that 
any  statement  covering  the  fee  for  this  special 
tax  matter  should  not  be  determined  or  submitted 
until  any  possibility  that  the  settlement  agreement 
might  be  reopened  by  the  Treasury  Department 
is  foreclosed  by  the  expiration  of  the  statutory 
period  of  limitations  as  to  all  the  taxable  years  in- 
volved, and  possibly  even  until  there  is  at  least  a 
preliminary  determination  in  the  pending  litiga- 
tion in  which  The  Western  Pacific  Railroad  Cor- 
poration is  seeking  to  assert  an  interest  in  such 
tax  savings. 

When  you  have  reviewed  the  enclosed  statement 
for  current  services,  and  the  disbursements  in  con- 
nection therewith,  please  call  me  up  if  there  is 
any  question  in  your  mind  about  them.  From  the 
standpoint  of  The  Western  Pacific  Railroad  Com- 
pany it  might  be  better  to  have  any  payment  made 
on  account  of  these  services  made  during  the  cur- 
rent calendar  year. 

Sincerely  yours, 

/s/  JAMES  K.  POLK. 


I 


[Stamped]:     The  Western  Pacific  Railroad  Co., 
President,  Dec.  22,  1947. 
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Whitman,   Ransome,   Coulson  &   Goetz 

40  Wall  Street,  New  York 

November  15,  1948 
Mr.  Charles  Elsey,  President 
The  Western  Pacific  Railroad  Company 
526  Mission  Street 
San  Francisco,  California 

Dear  Mr.  Elsey: 

On  December  19,  1947,  I  wrote  you  as  to  the  time 
when  a  bill  should  be  rendered  covering  the  serv- 
ices of  myself  and  my  associates  in  connection  with 
the  special  Federal  tax  matter  which  resulted  in 
substantial  tax  savings  for  the  period  from  Janu- 
ary 1,  1942  to  May  1,  1944.     It  was  suggested  in 
my  letter  that  no  statement  should  be  submitted  for 
this  special  tax  matter  until  the  settlement  agree- 
ment was  protected  from  any  suggestion  on  the 
part  of  the  Treasury  Department  that  the  matter 
be  reopened  prior  to  the  expiration  of  the  statu- 
tory period  of  limitations  as  to  all  the  taxable  years 
involved.    The  statutory  period  of  limitations  as  to 
the  years  involved  ended  on  June  30th  of  this  year 
and  so  far  as  that  element  is  concerned  there  is 
no  reason  why  a  final  statement  should  not  be  ren- 
dered. 

My  letter  of  December  19,  1947  also  raised  for 
consideration  the  possibility  that  a  final  bill  might 
be  deferred  until  there  had  been  at  least  a  pre- 
liminary determination  in  connection  with  the  liti- 
gation in  which  the  Western  Pacific  Railroad  Cor- 
poration is  seeking  to  assert  an  interest  in  the  bene- 
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fits  derived  by  The  Western  Pacific  Railroad  Com- 
pany from  the  final  disposition  with  the  Treasury 
Department  of  the  issues  for  the  taxable  period 
mentioned.  We  have  given  consideration  to  this 
aspect  of  the  matter  and  have  reached  the  conclu- 
sion that  the  balance  of  advantage  to  your  company 
would  be  to  have  a  final  bill  rendered  during  the 
calendar  year  1948.  You  will  no  doubt  wish  to  dis- 
cuss this  aspect  of  the  matter  with  Mr.  Matthew,  as 
counsel  for  your  company  in  the  pending  litiga- 
tion between  The  Western  Pacific  Railroad  Cor- 
poration and  your  company. 

In  order  to  put  this  matter  in  concrete  form, 
I  am  enclosing  a  statement  covering  such  services. 
The  amount  shown  by  this  statement  seems  to  us 
to  represent  a  fair  and  reasonable  basis  of  charge. 
In  addition  the  statement  shows  the  retainer  pay- 
ments which  have  been  made  and  are  being  made 
through  this  office  until  the  end  of  the  current  year 
to  Mr.  Curry  in  order  that  he  might  be  available 
for  research  and  as  a  witness  in  the  event  the  mat- 
ter had  gone  to  trial  instead  of  being  settled. 

If  there  is  any  aspect  of  this  matter  as  to  which 
you  wish  further  information,  do  not  hesitate  to 
call  me  up  here  in  the  office. 

Sincerely  yours, 

/s/  JAMES  K.  POLK. 

[Stamped]:  The  Western  Pacific  Railroad  Co., 
President,  Nov.  19,  1948. 

[Endorsed]  :     Filed  Feb.  2,  1949. 
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PLAINTIFF'S  EXHIBIT  No.  43 

Whitman,  Ransom,  Coulson  &  Goetz 
40  Wall  Street,  New  York 

July  25,  1944 
M.  J.  Curry,  Esq.,  President, 
The  Western  Pacific  Railroad   Corporation, 
37  Wall  Street, 
New  York  5,  N.  Y. 

Dear  Mr.  Curry : 

We  have  given  the  matter  of  adoption  of  de- 
clared value  on  the  1944  Capital  Stock  Tax  Re- 
turn for  The  Western  Pacific  Railroad  Corpora- 
tion consideration  after  discussing  with  Miss  Va- 
louch  and  Mr.  Reilly  the  present  estimates  of  de- 
clared value  excess  profits  tax  net  income  for  the 
calendar  year  1944. 

You  realize  that  the  tax  statute  does  not  at- 
tempt to  require  a  measurement  of  real  or  actual 
value  of  the  capital  stock  and  that  the  problem  in- 
volved in  the  adoption  of  a  declared  value  is  one 
of  selecting  an  amount  which  will  incur  a  mini- 
mum combined  capital  stock  tax  and  declared  value 
excess  profits  tax  liability.  The  adoption  of  a  de- 
clared value  of  at  least  ten  times  the  estimated  tax- 
able income  for  the  year  1944  is  necessary  to  es- 
cape the  declared  value  excess  profits  tax  provi- 
sions of  the  Act  and  a  reasonable  margin  of  pro- 
tection must  be  added  to  provide  for  possible  in- 
creases in  taxable  income  over  any  present  estimate. 

The  best  judgment  of  the  Company  officials  and 
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employees  would  seem  to  be  that  there  will  be  no 
declared  value  excess  profits  tax  net  income  derived 
by  the  Corporation  for  the  calendar  year  1944.  Ac- 
cordingly, it  is  believed  that  the  capital  stock  tax 
return  may  properly  reflect  a  declared  valuation  of 
zero  for  the  Western  Pacific  Railroad  Corporation. 

We  have  also  reviewed  the  draft  of  the  capital 
stock  tax  return  and  accompanying  statement  of 
Trustees  which  has  been  prepared  for  The  West- 
ern Pacific  Railroad  Company.  Since  it  is  believed 
that  the  Corporation  will  not  have  title  to  the  prop- 
erty during  the  calendar  year  1944  and  the  owner- 
ship will  continue  in  the  Trustees  in  Reorganiza- 
tion, the  return  and  accompanying  statement  of 
Trustees  reflects  no  capital  stock  tax  liability  for 
The  Western  Pacific  Railroad  Company. 

Review  has  also  been  had  of  the  copies  of  capi- 
tal stock  tax  returns  proposed  to  be  filed  for  the 
Sacramento  Northern  Railway,  the  Tidewater 
Standard  Railway  Company,  The  Western  Realty 
Company,  the  Standard  Realty  and  Development 
Company  and  the  Delta  Finance  Company,  Ltd.  As 
previously  stated,  the  basis  of  the  declaration  of  value 
should  be  at  least  ten  times  the  estimated  declared 
value  excess  profits  tax  net  income  of  each  corpora- 
tion. Under  the  method  of  computing  the  declared 
value  excess  profits  tax  liabiltiy  this  income  is  sub- 
stantial statutory  revenue  less  statutory  deductions, 
the  net  result  of  which  is  reduced  by  85%  of  the  divi- 
dends received  from  domestic  corporations  and  by 
10%  of  the  valuation  declared  on  the  capital  stock 
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tax  return.  It  is  assumed  that  the  respective  cor- 
porate officials  have  based  their  declarations  of 
value  on  estimates  of  income  for  these  Companies 
for  the  year  1944  so  as  to  eliminate  through  the 
10%  credit  on  the  declared  value  any  declared 
value  excess  profits  tax  net  income.  We  have  no 
means  of  reviewing  with  the  Company  officials  the 
estimates  of  income  which  formed  the  bases  for 
the  adopted  values  set  forth  in  the  capital  stock 
tax  returns. 

The  copies  of  the  returns  which  were  submitted 
with  your  letter  of  July  19th  are  herewith  returned 
to  you.  It  is  requested  that  at  your  convenience 
copies  of  these  papers  be  furnished  us  for  our  files. 
It  is  assumed  that  you  will  wire  Mr.  DeGraff  so 
that  the  returns  may  be  timely  filed  by  him. 

Very  truly  yours, 

WHITMAN,  RANSOM,  COUL- 
SON  &  GOETZ. 

July  26,  1944 
Via  air  mail:     Special  Delivery. 

Mr.  D.  C.  DeGraff,  General  Auditor, 
The  Western  Pacific  Railroad  Company, 
526  Mission  Street, 
San  Francisco  5,  Calif. 

Dear  Mr.  DeGraff: 

After  receiving  copies  of  the  1944  Returns  of  Cap- 
ital Stock  Tax,  which  were  enclosed  with  your  let- 
ter of  July  21st,  they  were  delivered  to  our  Tax 
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Counsel,  Mr.  James  K.  Polk  of  Whitman,  Ransom, 
Coulson  &  Goetz,  for  his  review,  having  previously 
submitted  to  him  for  consideration  the  question  of 
the  parent  company's  Capital  Stock  Tax  Return. 

I  am  in  receipt  of  a  reply  from  his  firm,  copy  of 
which  I  am  enclosing  for  your  information. 

I  am  also  enclosing  1944  Return  of  Capital  Stock 
Tax  for  The  Western  Pacific  Railroad  Company 
and  Statement  of  Trustees,  both  executed  by  Mr. 
T.  M.  Schumacher,  as  Trustee.  We  would  appre- 
ciate it  if  you  will  send  us  conformed  copies  of  all 
returns  filed  for  our  records. 

Yours  very  truly, 

/s/  M.  J.  CURRY. 

cc.  Mr.  James  K.  Polk : 
Mr.  F.  C.  Nicodemus,  Jr. 

[Endorsed]:    Filed  Feb.  2,  1949. 
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PLAINTIFF'S  EXHIBIT  No.  50 

Whitman,  Ransom,  Coulson  &  Goetz 
40  Wall  Street,  New  York 

May  20,  1943 
Mr.  M.  J.  Curry, 
Vice  President, 

Western  Pacific  Railroad  Company, 
37  Wall  Street, 
New  York,  N.  Y. 

Dear  Mr.  Curry: 

On  May  15,  there  were  filed  at  the  Office  of  the 
Collector  of  Internal  Revenue,  Custom  House,  New 
York,  the  Federal  income,  excess  profits  tax  and 
declared  value  excess  profits  tax  returns  for  the 
Western  Pacific  Railroad  Company  and  its  affiili- 
ated   corporations.     The   items   entering   into   the 
preparation  of  these  returns  were  review^ed  by  us 
and  on  the  basis  of  the  informaiton  available,  it  is 
believed  that  the  returns  as  filed  met  all  of  the 
conditions  of  the  Internal  Revenue  Code  and  Bu- 
reau regulations  in  respect  of  the  substantive  mat- 
ter contained  therein  and  of  supporting  schedules. 
It    is    believed,    however,    that    a    considerable 
amount  of  supporting  detail  and  underlying  data 
j  must  be  prepared  in  order  that  the  figures  set  forth 
I  in  the  return  can  be  supported  upon  subsequent 
Bureau  audit.    While  it  is  true  that  much  of  this 
j  underlying  detail  will  relate  to  the  earnings  and 
t  profits  determination  which,  in  turn,  will  probably 


1758        Western  Pacific  E.R.  Corp.,  et  at.,  vs. 

Plaintiff's  Exhibit  No.  50— (Continued) 
have  little  effect  upon  invested  capital,  it  is  be- 
lieved, however,  desirable  that  the  research  be  car- 
ried through  in  order  that  the  position  we  assert 
in  the  returns  may  be  hedged  against  the  adverse 
implications  of  possible  distributions  out  of  capital 
which  may  have  occurred  up  to  the  date  of  the  last 
dividend  payment  in  1927.  Further,  we  have  used 
in  the  returns,  book  costs  as  bases  for  the  affiliated 
corporations'  stock  investments  which  again  may 
require  adjustments,  possible  of  determination  only 
after  such  analyses. 

It  is  also  believed  desirable  to  have  a  more  com- 
plete review  made,  of  the  computation  of  the  un- 
used excess  profits  credit  adjustment.  In  the  re- 
turn as  filed,  it  was  assumed  that  the  invested 
capital  base  for  the  years  1940  and  1941  was  sub- 
stantially the  same  as  for  the  taxable  year  1942. 
Undoubtedly,  changes  will  be  indicated  when  the 
schedules  for  borrowed  invested  capital  and  inad- 
missible adjustments  for  1940  and  1941  have  been 
prepared  in  detail.  This  adjustment  will,  in  all 
probability,  have  no  effect  upon  the  1942  tax  return 
but  will  afford  a  more  proper  basis  for  administra- 
tive consideration  of  tax  matters  for  1943  and  sub- 
sequent years. 

It  is  further  noted  that  a  historical  development 
of  the  profit  and  loss  accounts  of  the  several  com- 
panies, not  only  as  disclosed  in  their  books,  but  as 
set  forth  in  the  reconciliations  reported  in  prior 
Federal  income  tax  returns,  will  bring  to  li^'ht  any 
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instances  of  write-ups,  write-downs,  etc.    The  sur- 
vey of  this  character  will  also  serve  to  establish 
more  definite  amounts  of  net  operating  loss  deduc- 
tions and  carryovers. 

Both  in  connection  with  the  review  of  the  de- 
ductions claimed  for  depreciation  and  the  amounts 
shown  for  fixed  capital  investment  returns,  it  will 
be  helpful  to  review  the  significant  tax  positions 
adopted  by  the  company  and  accepted  by  the  Bu- 
reau of  Internal  Revenue  in  connection  with  the 
audits  by  the  Bureau  of  Internal  Revenue  of  prior 
year  income  tax  returns.  While  not  estopped  by 
prior  considerations  and  decisions,  the  Bureau  may 
be  disinclined  to  depart  from  previous  determina- 
tions of  basis  of  fixed  capital  investments  as  shown 
by  treatment  in  computing  depreciation  deductions 
and  in  computing  gains  and  losses  upon  the  dispo- 
sition of  assets. 

It  may  also  be  noted  that  it  is  clearly  demon- 
strable that  the  consolidated  return  basis  of  report- 
ing for  the  year  1942  as  contrasted  with  a  separate 
basis  of  reporting,  was  advantageous  to  the  group. 
Since  consolidated  returns  were  filed  for  1940  and 
1941,  any  unused  excess  profits  credit  inhered  in 
the  common  parent  corporation,  had  separate  re- 
turns  been  filed  for  1942.  A  preliminary  survey 
of  the  smaller  affiliates  indicates  that  they  would 
have  incurred  no  excess  profits  tax  liability.  The 
operating  company,  however,  if  placed  on  a  sepa- 
rate basis  without  the  benefit  of  the  credit  carry- 
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Plaintiff's  Exhibit  No.  50— (Continued) 
overs,  would  have  been  liable  for  a  net  excess 
profits  tax  liability  of  $3,650,000  even  if  all  other 
j&gures  as  shown  in  the  return  were  left  unchanged. 
This  amount  is  offset  by  several  factors.  In  the 
first  place,  on  an  individual  basis,  the  operating 
companies'  interest  on  expense  deductions  would 
have  increased  $703,000.  It  would  have  lost,  how- 
ever, its  allocable  share  of  the  net  operating  loss 
reduction  of  approximately  $438,000.  Further,  a 
portion  of  its  earnings  subject  to  excess  profits  tax 
rates  would  have  been  eliminated  from  normal  tax 
rates.  There  would  have  been,  in  addition,  a  re- 
duction in  the  surtax  rate  on  a  separate  basis  of 
the  2%  penalty  for  filing  a  consolidated  return, 
which  would  have  amounted  to  approximately 
$200,000  in  tax.  All  of  these  factors  combine  to 
establish  a  net  tax  advantage  of  in  excess  of  $1,550,- 
000  in  the  adoption  of  the  consolidated  return  under 
the  separate  return. 

There  is  a  further  possibility  of  adjustment 
under  the  Internal  Revenue  Code  provisions  con- 
tained in  Sections  23(g)(4)  and  (k)(5)  by  which 
the  worthlessness  of  the  operating  company's  stock 
may  produce  a  net  loss  for  the  year  1943  with  pos- 
sible carryback  application.  This  is  commented 
upon  rather  than  suggested  as  of  certain  value, 
since  it  is  paradoxical  to  compute  a  loss  upon  the 
operating  company's  stock  which,  through  the  me- 
chanics of  consolidated  return  reporting,  could  be 
used  to  nullify  the  very  income  of  the  affiliate  whose 


Westem  Pacific  R.R.  Company,  etc.        1761 

Plaintiff's  Exhibit  No.  50— (Continued) 
stock  had  become  worthless.  This  matter  will  re- 
ceive more  careful  consideration  when  the  comple- 
tion of  the  reorganization  makes  possible  the  as- 
sertion of  the  claim  for  worthlessness  of  the  oper- 
ating company's  stock. 

Apart  from  the  1942  tax  liability,   we   are  in- 
formed that  a  request  has  been  addressed  to  the 
company  for  the  submission  of  basic  data  to  be  con- 
sidered by  the  Bureau  of  Internal  Revenue  in  con- 
nection with  the  application  made  under  date  of 
March    29,    1943,    for    peimission    to    change    the 
method  of  accounting  from  retirement  to  a  depre- 
ciation basis  for  Federal  income  tax  purposes.  Un- 
der   general    procedures    adopted    in    the    Bureau 
the  premission  to  change  the  basis  of  accounting  is 
premised  upon  the  agreement  of  the  applicant  to 
adoption  of  accumulated  depreciation  reserve  bal- 
ances which,  at  the  election  of  the  company,  may  be 
determined  by  any  one  of  the  following  methods: 

1.     The  accounts  may  be  reconstructed  from 

(their  beginning,  or  may  start  with  the  I.C.C. 
valuation,  setting  up  as  a  reserve  the  difference 
between  cost  of  reproduction  new  and  cost  of 
reproduction  less  accrued  depreciation  as  de- 
termined at  the  valuation  date.  From  either 
starting  point,  the  capital  accounts  shaU  be 
carried  forward,  increased  by  additions  and  de- 
creased by  retirements,  except  that  any  increase 
in  replacement  costs,  or  additions  or  better- 
ments expensed,  which  have  been  deducted  for 
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income  tax  purposes,  may  not  be  restored.  De- 
preciation at  rates  to  be  agreed  upon  shall  be 
computed  for  all  years  and  accrued  into  a  de- 
preciation reserve.  From  this  reserve  shall 
be  deducted  the  cost  of  normal  retirements,  but 
for  retirements  due  to  casualty  or  special  obso- 
lescence, which  would  have  been  allowable  un- 
der depreciation  accounting,  only  the  accrued 
depreciation  thereon  shall  be  deducted. 

2.  A  reserve  may  be  set  up  by  multiplying 
the  expired  life  of  individual  structures,  or  the 
weighted  average  ages  of  the  accounts  repre- 
senting groups  of  assets,  now  in  service,  by  the 
depreciation  rates  agreed  upon  for  these  assets. 

3.  A  reserve  of  30%  of  the  total  depreciable 
accounts  at  the  date  of  change  may  be  set  up. 
It  is  to  be  understood  that  this  is  on  overall 
reserve  and  the  total  amount  so  computed  is 
to  be  allocated  to  the  different  depreciable  ac- 
counts on  a  reasonable  basis,  such  allocation 
to  be  a  matter  of  agreement  betw^een  each  rail- 
road and  the  Bureau. 

We  are  familiar  with  the  requirements  of  the 
Bureau  of  Internal  Revenue  in  connection  with  de- 
preciation computations  generally  embodied  in  the 
Valuation  Division  questionnaire,  the  provisions 
of  T.D.  4422  and  related  Bureau  rulings,  and  have 
discussed  the  railroad  situation  with  the  Bureau  of 
Internal  Revenue  officials  to  whom  these  matters 
are   assigned.    It  will,   undoubtedly,   be   necessary 
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to  complete  preliminary  computations  under  the 
elective  methods  prescribed,  and  to  compare  the 
possible  annual  benefits  of  depreciated  accounting 
with  the  retirement  basis  heretofore  followed,  be- 
fore administrative  action  can  be  taken  to  com- 
plete the  application  for  permission  to  change  ac- 
counting basis  filed  with  the  Bureau  of  Internal 
Revenue. 

We  will  be  glad  to  confer  with  your  company 
officials  in  planning  these  preliminary  surveys  so, 
if  possible,  to  minimize  the  work  required  and  will 
be  glad  to  make  available  to  you  the  benefit  of  our 
experience  in  the  assembly  and  presentation  of 
data  to  the  Bureau  of  Internal  Revenue,  if  you  elect 
to  take  advantage  of  the  depreciation  basis  of  tax 
accounting  for  1943. 

Very  truly  yours, 

/s/  JAMES  K.  POLK. 
I 

[Stamped]:  The  Western  Pacific  Railroad 
Corp.,  Received  May  21,  1943. 

[Stamped]:     T.  M.  S.  May  21,  1943. 

[Endorsed]:     Filed  Feb.  2,  1949. 
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Western  Pacific 


Will  It  embarrass  you  In  the  Western 
Pacific  situation  If  the  corporate 
charter  of  the  Western  Pacific  Corpora- 
tion Is  cancelled  by  the  State  of 
Delaware  for  failure  to  pay  its  I940 
Delaware  franchise  tax  prior  to  July  l. 
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Mr.  Janes  K.  Polk 
40  Wall  Street 
New  York,  K.  Y. 

Dear  Mr.    Polk: 


PicRcc   &  Grccp* 

40  W*LLSTI»«eT 
NsW  VOHK 


176; 


1001  FirrttNTM  Strict. 
Washimoton.  D.C. 


May  "6,    1943 
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Attached   Is   forr.   of  comnunlcatlon   to   security  hold- 
era  which  The  Western  Pacific  Railroad  Corporation   voul.'    i  "  ke 
to   hand  out   to  persons   applying  at   Its   oflce   for  inforrr.ation 
as   to   the   status  of  the  Corporation. 

_.  ^8   there  any  reason   In  your  mind,    in   connection 

with  your  letter   to   the  Railroad   Company  of  V^v  ?0      19-Jo     vhy 
the   Corporation   should  not  do   this? 

Yours  very    truly, 


IL  DlfT  OT.  B   n  CA  1. 

'-B £  J943. 


F.    C.    Nlcodemus,    Jr. 
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The  Western  Pacific  Railroad  Corporation 

37  Wall  Street 
New  York,  N.  Y. 

To  Holders  of  The  Western  Pacific  Railroad  Cor- 
poration Preferred  Stock  and  Common  Stock: 

As  information,  we  give  you  below  a  brief  state- 
ment as  to  the  status  of  this  Corporation. 

This  Corporation  is  a  holding  company  and  not 
an  operating  railroad  company.  Its  investments 
comprise  the  common  and  preferred  stocks  of  The 
Western  Pacific  Railroad  Company,  one-half  of  the 
common  stock  of  The  Denver  &  Rio  Grande  West- 
ern Railroad  Company  and,  in  addition,  certain 
other  securities  of  both  companies.  These  operating 
companies  have  been  in  process  of  reorganization 
since  late  in  1935,  and,  as  a  result,  the  Corporation 
has  received  no  income  on  these  investments  during 
that  period. 

Aside  from  the  preferred  and  common  stocks  of 
The  Western  Pacific  Railroad  Company,  the  bal- 
ance of  the  securities  owned  by  this  Corporation 
are  pledged  as  collateral  under  loans  which  have 
been  in  default  since  1934  and  on  which  interest 
has  accumulated. 

After  lengthy  court  procedure,  throughout  which 
this  Corporation  was  represented  by  Counsel  to 
protect  the  interests  of  its  stockholders,  the  Western 
Pacific  case  was  appealed  to  the  United  States 
Supreme  Court  for  review.     On  March  15,   1943 
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that  court  rendered  its  decision,  affirming  the  plan 
of  reorganization  which  was  promulgated  by  the 
Interstate  Commerce  Commission  and  approved  by 
the  Federal  District  Court  in  San  Francisco.  That 
plan  declares  the  unsecured  indebtedness  and  the 
preferred  and  common  stocks  of  The  Western  Pa-^ 
cific  Eailroad  Company  to  be  without  value. 

The  bank  serving  as  Registrar  of  the  Corpora- 
tion's preferred  and  common  stocks,  having  given 
notice  of  its  resignation,  effective  May  1,  1943,  and 
in  view  of  the  poor  financial  condition  of  the  Cor- 
poration, it  was  determined  by  the  officers  that  as 
Corporation  no  certificates  for  preferred  stock  or 
preliminary  to  liquidation  and  dissolution  of  the 
common  stock  would  be  accepted  for  transfer  after 
April  29,  1943.     The  New  York  Stock  Exchange 
suspended  trading  in  the  preferred  stock  on  April 
29, 1943  (the  common  stock  had  been  delisted  in  1939, 
since  which  time  it  has  been  traded  in  the  Over-the- 
counter  market). 

In  view  of  the  Supreme  Court's  decision,  which 
indicates  clearly  that  the  unsecured  indebtedness 
and  the  preferred  and  common  stocks  of  The  West- 
ern Pacific  Company  (aU  owned  by  this  Corpora- 
tion) are  of  no  value  and,  further,  that  all  other 
securities  owned  by  the  Corporation  are  pledged  as 
collateral  under  loans  in  default,  and  as  the  Cor-  i 
poration  is  without  funds  to  continue  its  corporate 
existence,  we  regret  to  state  we  do  not  believe  that 
during  the  course  of  liquidation  and  dissolution, 
any  assets  will  remain  for  distribution  to  holders 
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of  the  Corporation's  preferred  and  common  stocks. 

JOHN  F.  WIENKEN, 

Secretary, 
date  ? 

[Endorsed] :    Filed  Feb.  2,  1949. 


PLAINTIFF'S  EXHIBIT  No.  53 

January  8,  1944 
Memorandum 

In  Re:     Western  Pacific  Reorganization  Trustees 
1943  Federal  Income  Tax  Return 

Conferences  were  held  today  with  Mr.  Elsey, 
Mr.  Englebright,  Mr.  DeGraff,  and  Mr.  Gloster  at 
the  Company  offices,  and  with  Mr.  Elsey  and  Mr. 
Matthew  at  luncheon  in  connection  with  the  deduc- 
tion to  be  claimed  by  the  parent  company  on  loss 
on  the  operating  company's  stock,  their  effect 
thereof  upon  the  tax  liability  of  the  subsidiary 
operating  company. 

It  was  explained  that  under  Internal  Revenue 
Code  provisions  losses  on  the  stock  of  operating 
subsidiary  companies  were  specifically  removed 
from  the  capital  gains  and  loss  classification  and 
accordingly  allowed  as  operating  losses  and,  on  con- 
solidated return  treatment  the  parent  company  loss 
could  offset  subsidiary  company  incomes. 

The  Western  Pacific  Railroad  Corporation's  in- 
vestment in  the  (operating)  Western  Pacific  Rail- 
road Company's  stock  has  been  shown  at  $75,000,000. 
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The  basis  is  under  any  calculation  well  in  excess 
of  the  operating  income  of  the  operating  company 
for  1943. 

There  has  been  accrued  on  the  operating  com- 
pany's books  through  November  a  reserve  for  Fed- 
eral tax  liability  of  approximately  $7,500,000.  Since 
there  will  be  no  tax  liability  if  this  operating  loss 
deduction  on  the  consolidated  return  basis  is  al- 
lowed the  suggestion  was  made  that  the  books  of 
account  be  adjusted  so  as  to  reflect  at  December  31 
no  acrual  for  Federal  tax  liability  on  the  part  of 
the  operating  company  for  1943. 

After  considerable  discussion  it  was  decided  ten- 
tatively to  set  up  a  ^'Keserve  for  Road  Improve- 
ment" in  an  amount  approximating  the  $7,500,000 
figure.     This  action  is  to  be  taken  upon  order  of 
the  court  after  appropriate  application  for  same. 
As  a  preliminary  step  the  procedure  is  to  be  further  ■ 
studied  and  submitted  to  the  Reorganization  Com- 
mittee for  their  approval,  which  if  obtained  is  to  be 
then  submitted  to  the  Trustees  for  their  approval. 
In  support  of  the  dollar  reserve,  ac<3rual  engineer- 
ing  studies   are   to   be   compiled   showing   cost   of 
change  of  existing  rails  from  80  to  112  pounds,  in- 
stallation of  continuous  block  system,  substitutio: 
of  concrete  for  timber  tunnel  linings,  and  possibl 
extension  of  centralized  traffic  control.    Studies  ar 
also  to  be  included  of  cost  of  acquiring  modernize 
passenger  and  freight  equipment.    Further  confer 
ences  are  to  be  held  Monday  on  these  matters. 
Mr.   Gloster   furnished  the   undersigned   with 
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preliminaiy  draft  of  engineering  studies  on  ma<3hin- 
ery  and  equipment  investments  for  consideration  in 
connection  with  the  Bureau  requirements  for  sub- 
mission of  data  under  Treasury  Mimeograph  58. 
Discussions  were  also  had  with  Mr.  Matthew  and 
Mr.  Elsey  concerning  the  program  for  corporate  re- 
adjustment and  substitute  lease  arrangements  with 
the  Salt  Lake  City  Union  Depot  and  Railroad  Com- 
pany.   Mr.  Matthew  has  completed  a  draft  of  lease 
and  a  copy  is  to  be  furnished  me  for  review.    In  the 
draft  Mr.  Matthew  has  made  provision  for  limited 
preferred  stock  dividend  requirements,  but  in  the 
light  of  the  discussion  of  Mr.  McAllister's  sugges- 
tions has  noted  that  these  provisions  are  subject 
to  revision  to  accord  with  the  proposals  prepared 
by  Mr.  Hart  and  the  undersigned.     Mr.  Matthew 
is  to  join  in  the  conferences  to  be  held  Monday  in 
regard  to  both  the  tax  return  and  the  Salt  Lake 
Depot  matters.    A  request  was  made  that  opinion 
letter  of  counsel  be  drafted  covering  the  tax  return 
deduction  item  and  this  will  be  done  after  review 

Pof  the  applicable  statutory  provisions  Monday. 

[Endorsed] :    Filed  Feb.  2,  1949. 
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Filed  Feb.  21,  1944 
C.  W.  Calbreath,  Clerk 
Allan  P.  Matthew, 
1500  Balfour  Building, 
San  Francisco  4,  California 

In  the  District  Court  of  the  United  States,  for  the 
Northern  District  of  California,  Southern  Divi- 
sion 

No.  26591-S 

7100  000 

In  the  Matter  of 
THE  WESTERN  PACIFIC  RAILROAD  COM- 
PANY, 

Debtor.         ■■ 

PETITION    FOR    AUTHORITY    TO    ESTAB- 
LISH A  RESERVE  FUND  FOR  CONTIN-    1 
GENT  TAX  LIABILITIES  I 

T.  M.  Schumacher  and  Sidney  M.  Ehrman,  the 
duly  appointed,  qualified  and  acting  Trustees  of  the 
properties  of  the  Debtor  above  named,  hereinafter 
referred  to  as  the  Trustees,  hereby  represent  to  the 
Court  and  petition  as  follows: 

I. 

The  Trustees  are  advised  and  believe  that  the 
Debtor  and  the  Trustees  have  no  Federal  income 
or  excess  profits  tax  liability  for  the  year  1943. 
However,  the  Commissioner  of  Internal  Revenue 
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has  not  yet  passed  upon  the  question,  and  the  Trus- 
tees believe  that  it  is  in  the  best  interests  of  the 
estate  of  the  Debtor  to  provide  a  reserve  fund  out 
of  which  1943  Federal  income  and  excess  profits 
taxes  may  be  paid  in  the  event  that  liability  there- 
for should  be  established.  The  Trustees  are  ad- 
vised and  believe  that  the  sum  of  $7,100,000  will  be 
adequate  to  cover  any  possible  liability  for  such 
taxes  for  the  year  1943.  The  estate  of  the  Debtor 
contains  sufficient  cash  derived  from  the  earnings 
of  the  railroad  of  the  Debtor  during  the  year  1943 
to  establish  a  reserve  fund  in  the  amount  of  $7,100,- 
000  without  using  funds  required  for  other  pur- 
poses. 

II. 
It  is  the  judgment  of  the  Trustees  that  such  re- 
serve fund  should  be  invested  in  United  States 
Treasury  securities.  The  Trustees  propose  to 
designate  the  fund  as  the  "Reserve  Fund  for  Con- 
tingent Tax  Liabilities. " 

Wherefore,  your  petitioners  pray  that  they  be 
authorized  to  establish,  out  of  the  earnings  of  the 
railroad  of  the  Debtor  during  the  year  1943,  a  re- 
serve fund  in  the  amount  of  $7,100,000,  to  be  desig- 
nated as  the  "Reserve  Fund  for  Contingent  Tax 
Liabilities,"  to  be  invested  in  United  States  Treas- 
ury securities,  and  to  be  used  for  the  payment  of 
any  Federal  income  and  excess  profits  taxes  which 
may  be  found  due  for  the  year  1943. 

ALLAN  P.  MATTHEW, 

Counsel  for  Petitioners. 
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State  of  California, 

City  and  County  of  San  Francisco — ss. 

Charles  Elsey,  being  first  duly  sworn,  deposes 
and  says: 

That  for  more  than  twelve  years  last  past  he  has 
been  the  President  of  The  Western  Pacific  Railroad 
Company  and  since  the  appointment  of  the  Trustees 
of  the  properties  of  said  Company  he  has  been  their 
Agent  in  immediate  charge  of  the  railroad  and 
other  property  of  that  Company;  that  he  has  read 
the  foregoing  petition  and  knows  the  contents 
thereof  and  the  same  is  true  of  his  own  knowledge. 

CHARLES  ELSEY. 

Subscribed  and  sworn  to  before  me  this day 

of  February,  1944. 
[Notarial  Seal] 


Notary  Public  in  and  for  the  City  and  County  of 
San  Francisco,  State  of  California. 

[Endorsed] :    Filed  Feb.  3,  1949. 


PLAINTIFF'S  EXHIBIT  No.  63 

January  23,  1945 
Memorandum  for  Colonel  Coulson : 

The  Western  Pacific   Railroad   Company   Journal 
Entries  Reflecting  Completion  of  Reorganiza- 
tion 
A  conference  was  held  today  by  Colonel  Coulson, 

L.  J.  Gosney  and  the  undersigned  in  which  were 
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discussed  the  principles  involved  in  the  suggested 
journal  entries  attached  to  and  made  a  part  of  the 
memorandum  of  conference  of  January  17,  1945, 
with  the  Bureau  of  Accounts  of  the  Interstate  Com- 
merce Commission. 

It  was  noted  that  the  fundamental  premise  of 
such  journal  entries  was  that  there  must  be  re- 
flected upon  the  books  of  the  continuing  corporate 
entity  the  factual  changes  occasioned  by  the  reor- 
ganization, and  that  this  premise  necessarily  re- 
jects any  such  concept  as  the  Bureau  of  Accounts 
apparently  had  when  they  suggested  in  their  letter 
of  December  6,  1944,  opening  up  a  new  set  of 
books  for  a  new  corporation. 

It  was  clearly  understood  and  agreed  that  under 
no  circumstances  would  the  corporation  jeopardize 
its  primary  tax  advantage  deliberately  secured 
through  the  maintenance  of  the  continuity  of  the 
1916  corporation  by  voluntarily  filing  any  proposed 
journal  entries  of  the  type  suggested  in  the  letter 
of  December  6,  1944.  Subject  to  such  amendments, 
additions  and  corrections  of  dollar  figures  as  will 
develop  from  the  use  of  the  December  31,  1944, 
closing  figures,  it  is  the  position  of  counsel  and  of 
Colonel  Coulson  as  a  member  of  the  Board,  that  the  ■ 
entries  as  reflected  in  principle  in  the  memorandum 
of  the  January  17th  conference  should  form  the 
basis  of  the  proposed  journal  entries  to  be  pre- 
pared and  submitted  for  Interstate  Commerce  Com- 
mission consideration. 
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Plaintife's  Exhibit  No.  63— (Continued) 
'There  is  attached  a  photostatic  copy  of  a  work 
sheet  reflecting  the  type  of  balance  sheet  before  and 
after  journal  entries  of  the  kind  indicated  in  the 
January  17th  memorandum.  It  was  noted,  of 
course,  that  the  position  estimated  as  of  December 
31st  will  probably  vary  materially  in  the  cash  and 
current  asset  classifications  from  the  actual  figures 
which  will  form  the  starting  point  for  the  proposed 
journal  entries  and  schedules  to  be  submitted  to 
the  Interstate  Commerce  Commission.  It  will  also 
be  noted  that  the  resulting  balance  sheet  will  reflect 
an  miearned  surplus  of  approximately  $83,000,000.00 
and  that  of  this  sum  only  the  amount  of  $75,800,- 
000.00  is  to  be  classified  as  "paid-in  surplus"  for 
Federal  income  tax  purposes,  the  balance  constitut- 
ing ''accumulated  earnings  and  profits"  in  any  in-  j 
vested  capital  or  source  of  dividend  distribution  * 
computation. 

A  discussion  was  also  had  with  regard  to  the 
book  accounting  in  respect  of  the  interest  on  the  ! 
income  bonds.  The  payment  of  interest  on  these  , 
securities  cannot  be  determined  until  sometimes  be- 
tween January  and  May  when  the  formal  action  of 
the  Board  of  Directors  in  its  determination  of  avail- 
able income  and  authorization  of  the  payment  of 
interest  is  the  ultimate  act  bringing  into  existence 
liability  on  the  part  of  the  corporation  for  payment. 
Thus  from  a  technical  viewpoint  the  interest  is 
acru.'ible  only  when  and  as  there  is  this  formal 
Board  action.    From  a  practical  viewpoint,  there  is 

1 
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equal  justification  for  this  position  since  the  cor- 
poration enjoys  the  use  of  the  borrowed  funds 
whether  or  not  during  each  year  there  are  available 
earnings  to  pay  interest,  and  the  use  of  the  bor- 
rowed fimds  justifies  a  deduction  of  compensation 
equally  in  every  year.  The  payment  within  a  calen- 
dar year  is  a  fair  compensation  for  the  actual  use 
of  borrowed  money  during  that  calendar  year. 

There  is  a  further  tax  aspect  which  is  of  extreme 
importance  and  that  is  that  theoretically  and  prac- 
tically there  could  be  no  accrual  of  interest  at  any 
time  prior  to  the  issuance  of  the  bonds  and  to  insist 
that  there  were  such  an  accrual  would  be  an  attempt 
to  secure  a  small  interest  deduction  for  1944  in  com- 
parison to  the  interest  deduction  now  allowable  on 
the  old  debt  structure  up  to  the  turnover  date  under 
the  St.  Paul  decision.  As  far  as  is  concerned  the 
practical  booking  of  interest  on  the  income  bonds 
in  1945,  subject  to  some  objection  which  we  cannot 
find  in  the  Interstate  Commerce  Commission's  pre- 
scribed system  of  accounts,  it  might  be  that  there 
could  be  accrued  monthly  one-twelfth  of  an  esti- 
mated annual  interest  payment  on  the  bonds  by  a 
debit  to  interest  exi^ense  and  a  credit  to  a  reserve 
for  estimated  interest  liability.  Upon  the  payment 
of  interest,  for  instance  in  May  of  1945,  cash  could 
be  credited  and  this  reserve  debited  and  the  reserve 
balance  immediately  after  such  entry  constituting  a 
deferred  charge  to  the  remaining  months  in  the  year 
would  be  absorbed  by  the  monthly  entries  of  the 
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remaining  months  in  the  year.  In  this  manner 
there  would  be  no  distortion  as  between  months  of 
income  statements.  As  to  the  handling  of  this,  how- 
ever, in  the  current  accounts — so  long  as  there  is  no 
reflection  of  liability  at  De<iember  31,  1944,  for  any 
accrued  interest  on  the  income  bonds — this  office 
would  be  glad  to  receive  the  comments  and  sugges- 
tions of  the  accounting  officers  of  the  corporation. 
Colonel  Coulson  suggested  that  as  soon  as  the  De- 
cember 31st  figures  are  available  every  effort  should 
be  made  to  have  a  preliminary  draft  of  the  journal 
entries  prepared  and  forwarded  to  this  office  for 
review  as  to  tax  implications  as  wxll  as  for  Inter- 
state Commerce  Commission  presentation  purposes. 
It  was  his  suggestion  that  a  memorandum  of  this 
conference  and  of  the  January  17th  conference  to- 
gether with  the  exhibits  be  forwarded  to  Mr.  De- 
Graff  so  as  to  give  Mr.  DeGraff  the  viewpoint  of 
this  office  on  these  matters. 

J.  K.  P. 

[Endorsed]  :    Filed  Feb.  3,  1949. 
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Whitman,  Ransom,  Coulson  &  Goetz 
40  Wall  Street,  New  York  5,  N.  Y. 

May  31,  1946 

Mr.  C.  R.  Krigbaum 

Internal  Revenue  Agent  in  Charge 

225  Broadway 

New  York,  N.  Y. 

Attention:    Mr.  T.  K.  Leahy 

The  Western  Pacific  Railroad  Corporation 
Federal  Income  Taxes  1942  and  1943 

Dear  Sir: 

The  audits  of  the  Federal  Income  Tax  Returns 
filed  by  the  above  named  corporation  are  now  being 
made  by  representatives  of  your  office.  In  advance 
of  the  consideration  of  other  issues,  preliminary 
review  is  being  given  to  the  deduction  claimed  in 
the  1943  tax  return  for  the  loss  sustained  in  the 
worthlessness  occurring  during  that  year  in  the 
stock  of  The  Western  Pacific  Railroad  Company. 
In  order  to  facilitate  the  consideration  of  this  mat- 
ter, and  without  any  attempt  at  this  time  to  submit 
arguments  in  support  of  the  claim  of  the  taxpayer, 
there  is  furnished  below  a  summary  of  the  facts 
believed  pertinent  in  this  matter.  The  taxpayer 
specifically  reserves  the  right  to  supplement  this 
statement  of  facts  and  to  submit  a  brief  in  support 
of  the  propriety  of  the  claim  for  deduction  in  1943. 

The  Western  Pacific  Railroad  Corporation  was 
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organized  under  the  laws  of  the  State  of  Delaware 
in  1916  and  has  owned  at  all  times  from  on  or  about 
July  14,  1916,  to  April  30,  1944,  all  of  the  outstand- 
ing stock  of  The  Western  Pacific  Railroad  Com- 
pany. This  latter  -company  is  a  California  corpora- 
tion which  has  owned  and  operated  railroad  prop- 
erties in  the  States  of  California,  Nevada  and  Utah 
from  1916  to  date.  On  August  2,  1935,  a  petition 
was  filed  in  the  United  States  District  Court  for 
the  Northern  District  of  California,  Southern  Divi- 
sion, for  reorganization  of  The  Western  Pacific 
Railroad  Company  under  the  provisions  of  Section 
77  of  the  Bankruptcy  Act,  as  amended;  simultane- 
ously, a  copy  of  said  petition  was  filed  with  the 
Interstate  Commerce  Commission. 

During  1936,  1937  and  1938  various  plans  of  re- 
organization were  filed  with  the  Interstate  Com- 
merce Commission  and  hearings  were  held  by  the 
Commission.  The  resulting  plan  of  reorganization 
formulated  by  the  Interstate  Commerce  Commis- 
sion was  duly  certified  to  the  United  States  District 
Southern  Division,  and  that  Court  after  further 
hearings  and  argument,  on  August  15,  1940,  entered 
an  order  approving  the  plan  of  reorganization  pro- 
posed by  the  Interstate  Commerce  Commission. 

All  plans  of  reorganization  filed  with  the  Inter- 
state Commerce  Commission  by  the  parties  recog- 
nized value  for  the  stock  of  The  Western  Pacific 
Railroad    Company.      The   exclusion   of   the   stock 
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from  participation  by  the  Interstate  Commerce 
Commission  in  the  plan  which  it  promulgated  was 
vigorously  contested  before  the  Commission  and 
before  the  United  States  District  Court,  both  by  the 
debtor  company  and  by  other  parties  to  the  pro- 
ceeding. 

Appeals  were  duly  taken  from  the  aforesaid  order 
of  the  United  States  District  Court  to  the  United 
States  Circuit  Court  of  Appeals,  Ninth  Circuit,  and 
in  a  decision  handed  down  November  28,  1941,  the 
Circuit  Court  of  Appeals  reversed  the  order  of  the 
District  Court  and  ordered  the  case  remanded  for 
further  proceedings.  A  principal  contention  of  the 
debtor  company.  The  Western  Pacific  Railroad 
Corporation,  and  other  appellants  before  the  Cir- 
cuit Court  of  Appeals,  was  that  the  asset  value  and 
earning  power  of  the  debtor  justified  the  participa- 
tion of  its  stock  in  the  reorganization.  The  Circuit 
Court  of  Appeals  sustained  this  contention  to  the 
extent  of  holding  that  the  Commission  and  the 
District  Court  had  made  no  findings  to  justify  the 
exclusion  of  this  stock  from  participation.  The 
Commission  plan  was  based  upon  a  forecast  of  earn- 
ings in  the  light  of  the  worst  depression  experience 
the  railroads  had  ever  had.  It  is  submitted  that  it 
is  obvious  that  at  the  time  of  the  Circuit  Court 
of  Appeals'  decision  the  financial  condition  of  the 
debtor  was  such  that  it  would  have  been  impossible 
to  make  any  current  findings  of  fact  which  would 
exclude  the  stock  from  participation  in  the  reor- 
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ganization.  Accordingly,  the  Circuit  Court  of  Ap- 
peals' reversal  of  the  District  Court  was  a  practical 
insurance  of  participation  in  the  reorganization  by 
the  equity  ownership  of  the  debtor  company. 

Petitions  for  certiorari  to  review  the  Circuit] 
Court  of  Appeals  decision  were  filed  in  the  United 
States  Supreme  Court  early  in  1942.  These  peti-j 
tions  for  review  were  granted  by  the  Supreme! 
Court  on  April  27,  1942,  and  the  matter  was  argued| 
before  that  Court  in  October,  1942.  In  the  proceed- 
ing before  the  Supreme  Court,  the  debtor  and  The 
Western  Pacific  Railroad  Corporation  both  vigor- 
ously presented  the  claim  that  the  decision  of  the 
Circuit  Court  of  Appeals  be  sustained  and  that  the 
demonstrated  earning  power  and  fair  value  of  the 
operating  properties  warranted  recognition  of  value 
for  the  stock.  On  March  15,  1943,  the  United  States 
Supreme  Court  reversed  the  Circuit  Court  of 
Appeals  and  sustained  the  United  States  District 
Court,  remanding  the  case  to  that  Court  for  further 
proceedings  under  the  provisions  of  Section  77  of 
the  Bankruptcy  Act.  A  petition  for  rehearing  in 
this  matter  was  denied  by  the  Supreme  Court  and 
its  decision  became  final  on  or  about  April  19,  1943. 

Thereafter  during  the  year  1943  the  proceedings 
which  are  expressly  required  by  the  provisions  of 
Section  77  of  the  Bankruptcy  Act,  as  preliminary  |ti 
to  a  confirmation  of  a  plan  of  reorganization, 
were  taken  in  this  case.  The  votes  of  security 
holders  on  acceptance  of  the  plan  were  canvassed 
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and  recorded  by  the  Interstate  Commerce  Commis- 
sion. The  favorable  result  of  the  vote  was  duly 
certified  by  the  Interstate  Commerce  Commission 
to  the  United  States  District  Court  as  required  by 
the  Bankruptcy  Act.  Thereafter  upon  notice  to 
all  parties  and  publication,  a  hearing  was  had  on 
the  confirmation  by  the  United  States  District 
Court.  On  the  record  made  at  such  hearing,  the 
District  Court  under  date  of  October  11,  1943, 
entered  its  order  of  confirmation  of  the  plan.  No 
appeals  w^re  taken  from  said  order  and  it  became 
final  on  or  before  November  20,  1943. 

Under  the  plan  of  reorganization  so  confirmed  by 
the  United  States  District  Court,  The  Western  Pa- 
cific Railroad  Corporation  was  excluded  from  any 
participation,  and  its  stock  ownership  in  The  West- 
ern Pacific  Railroad  Company  thereupon  became 
worthless.  The  taxpayer  claims  that  the  stock  of 
The  Western  Pacific  Railroad  Company  at  all  times, 
until  the  date  of  the  Supreme  Court  decision  March 
15,  1943,  had  a  real  and  material  fair  market  value, 
and  that  the  stock  became  worthless  on  or  after 
March  15,  1943,  and,  accordingly,  that  the  loss  oc- 
casioned by  the  worthlessness  of  the  stock  was  prop- 
erly deductible  under  the  provisions  of  Section  23 
(g)  of  the  Internal  Revenue  Code  in  the  determina- 
tion of  the  consolidated  taxable  net  income  for  1943. 

Very  truly  yours, 

WHITMAN,  RANSOM, 
COULSON  &  GOETZ. 
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Know  All  Men  By  These  Presents,  that  The 
Western  Pacific  Railroad  Corporation,  a  Delaware 
corporation,  by  these  presents  hereby  makes,  con- 
stitutes and  appoints  James  K.  Polk  and  Harold  F. 
Noneman,  of  the  law  firm  of  Whitman,  Ransom, 
Coulson  &  Goetz,  40  Wall  Street,  New  York  5,  New 
York,  and  Patrick  J.  Cavanaugh,  an  attorney 
associated  with  said  firm,  or  either  of  them,  its  true 
and  lawful  attorneys,  to  appear  for  it  and  represent 
it  before  the  Treasury  Department,  in  connection 
with  any  matter  involving  its  Federal  Income  Tax 
for  the  taxable  years  1940  to  1945  inclusive,  and  to 
appear  for  and  represent  it  before  the  Bureau  of 
Internal  Revenue,  or  any  unit,  division,  or  agent  or 
employee  thereof  relative  to  any  tax  liability 
claimed  against  it  for  the  taxable  years  1940  to 
1945  inclusive,  giving  and  granting  its  said  attor- 
neys full  power  to  do  everything  whatsoever  re- 
quisite and  necessary  to  be  done  in  the  premises, 
and  to  receive  refund  checks,  to  execute  waivers  of 
the  statute  of  limitations,  and  to  execute  closing 
agreements,  as  fully  as  the  undersigned  might  do  if 
personally  present,  with  full  power  of  substitution 
and  revocation,  at  any  time  subsequent  to  the  date 
hereof  and  prior  to  the  revocation  hereof. 

It  is  hereby  requested  that  a  copy  of  all  com- 
munications regarding  any  matter  in  which  the  said 
attorneys  are  hereby  authorized  to  act  be  addressed 
to  James  K.  Polk,  Esquire,  at  his  office  address,  40 
Wall  Street,  New  York  5,  New  York. 
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All  powers  of  attorney  heretofore  given  for  the 
purposes  herein  enumerated  by  the  undersigned  are 
hereby  revoked. 

In  Witness  Whereof,  the  said  The  Western  Pa- 
cific Railroad  Corporation  has  caused  its  corporate 
name  to  be  signed  hereto  by  its  President  and  its 
corporate  seal  affixed  and  attested  by  its  Secretary 
all  as  of  the  26th  day  of  June,  1946. 

THE  WESTERN  PACIFIC 
RAILROAD  CORPORATION, 

[Seal]  By  /s/  M.  J.  CURRY, 

President. 
Attest : 

/s/  M.  C.  YALOUCH, 


I 


Secretary. 
[Endorsed]  :    Filed  Feb.  3,  1949. 


PLAINTIFF'S  EXHIBIT  No.  66 
[Western  L'nion  Telegram  Form] 

CDU771 NL  PD-CD  New  York  NY  6 

Allan  P.  Matthew, 
Balfour  Bldg.,  S  Fran. 
Received  Dec.  7, 1946. 

Answered  12/7/46    BE 

We  have  an  embarrassing  situation  in  connection 
with  examinations  before  trial  in  pending  stock- 
holders' suits  because  of  various  capacities  in  which 
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Curry  has  acted.  He  is  president  of  the  holding  com- 
pany. As  such  he  holds  certain  files  and  papers  of 
the  holding  company.  We  have  pointed  out  neces- 
sity of  distinction  between  these  files  and  files  of  cor- 
respondence written  or  received  by  him  or  Schu- 
macher as  former  officers  of  operating  company. 
These  files  belong  to  operating  company  and  should 
be  technically  in  our  custody  as  tax  counsel  insofar 
as  they  involve  the  tax  matters.  Curry  raises  ques- 
tion under  your  letter  May  8,  1945  to  bankruptcy 
trustees.  Schumacher  asked  Curry  to  act  as  his  rep- 
resentative in  retaining  custody  of  trustees  books 
and  records.  This  has  been  construed  to  include  all 
correspondence  with  officers  of  operating  company 
during  reorganization  period.  In  our  judgment  rec- 
ords directly  affecting  operating  company  must  nec- 
essarily be  turned  over  to  operating  company  by 
bankruptcy  trustees  even  though  they  remain  avail- 
able to  bankruptcy  trustees.  Can  you  clear  this  sit- 
uation by  wire  to  us  or  directly  to  Mr.  Curry  ? 

COULSON. 

[Marginal  note]  :     W.  P.  EEORG. 
[Stamped]  :     Received  Dec.  7, 1946. 
[Stamped]  :     Ans'd.  Dec.  1,  1946.-BE 
[Endorsed] :     Filed  Feb.  3,,  1946. 
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The  Western  Pacific  Railroad  Corporation 

100  West  Tenth  Street, 

Wilmington  99,  Delaware. 

At  New  York  5,  N.  Y. 
40  Wall  Street, 
(Fifty-first  Floor) 

April  4,  1947. 
Pierce  &  Greer, 
44  Wall  Street, 
New  York  5,  N.  Y. 

Attention:     Mr.  P.  C.  Nicodemus,  Jr. 

Dear  Mr.  Nicodemus : 

Herewith  copy  of  letter  dated  April  2,  1947,  and 
enclosure,  from  Mr.  James  K.  Polk,  of  Whitman, 
Ransom,  Coulson  &  Goetz,  in  regard  to  the  Corpora- 
tion's Federal  Income  Taxes  for  years  1942  and 
1943  and  period  January  1  to  April  30, 1944.  A  copy 
is  also  being  sent  to  Mr.  A,  Perry  Osborn. 

This  will  be  presented  to  the  Board  at  meeting 
called  for  next  Tuesday,  the  8th,  for  consideration 
and  such  action  as'  the  Board  may  direct. 

I  Yours  very  truly, 

/s/  M.  J.  CURRY, 
President. 
Enclosure 
i   cc.    Mr.  A.  Perry  Osborn, 
20  Exchange  Place, 
NewYork5,N.  Y. 
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Plaintiff 's  Exhibit  No.  68-  ( Continued) 
(Copy) 

Whitman,  Ransom,  Coulson  &  Goetz 
40  Wall  Street,  New  York. 

April  2, 1947. 
Mr.  Michael  J.  Curry, 
President, 

The  Western  Pacific  Railroad  Corporation, 
Room  5205, 
40  Wall  Street, 
New  York,  N.  Y. 

Federal  Income  Taxes  for  Years  1942  and 
1943  and  Period  January  1  to  April  30, 1944. 

Dear  Mr.  Curry : 

As  you  doubtless  know,  Internal  Revenue  Agent 
Thomas  Leahy  has  been  conducting  an  examination 
of  the  operations  of  The  Western  Pacific  Railroad 
Corporation  and  its  affiliated  companies  for  the  cal- 
endar years  1942  and  1943  and  the  period  from  Janu-  • 
ary  1  to  April  30, 1944.  His  activities  in  this  connec- : 
tion  seem  to  be  approaching  completion.  I  have  I 
thoroughly  covered  with  him  all  phases  of  the  mat- 
ter and  this  report  is  being  made  to  you  so  that  yoi 
may  be  advised  of  its  current  status. 

In  the  course  of  his  examination,  Revenue  Agent 
Leahy  originally  determined,  on  a  tentative  basis, 
that  the  worthlessness  of  the  stock  of  The  Western 
Pacific  Railroad  Company  occurred  in  the  year  1940.  i 
Although  in  view  of  the  intermediate  status  of  the 
matter  no  formal  advice  or  notice  of  a  proposed  de- 
ficiency had  been  or  could  then  be  received,  our  ten- 
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tative  computations  indicated  that  the  deficiencies 
that  would  be  asserted  on  the  basis  of  any  such  deter- 
mination as  to  the  year  of  loss,  would  be  considerably 
in  excess  of  any  reserve  provision  heretofore  made 
against  such  tax  liability.  We  immediately  took  the 
matter  up  with  the  local  office  of  the  Internal  Reve- 
nue Agent  in  Charge,  and  various  conferences  were 
held  at  which  were  presented  the  taxpayer's  views 
that  this  loss  occurred  in  the  year  1943. 

The  matter  was  submitted  by  the  Internal  Reve- 
nue Agent  in  Charge  to  the  Office  of  the  Commis- 
sioner of  Internal  Revenue  in  Washington,  D.  C.  for 
advice.  Conferences  were  held  with  Bureau  officials 
in  Washington  in  connection  therewith.  It  was  first 
proposed  by  the  Bureau  officials  at  Washington  to 
support  the  tentative  determination  of  the  field  ex- 
aminer that  the  stock  became  worthless  in  1940.  In 
further  conferences  in  Washington  it  was  suggested 
that  the  matter  was  one  appropriate  for  disposition 
by  settlement  or  agreement  between  the  pai'ties.  At 
the  request  of  the  Commissioner's  Office,  a  written 
proj)osal  as  a  basis  for  settlement  was  made  by  me 
as  attorney-in-fact  under  date  of  February  11,  1947, 
a  copy  of  which  I  am  enclosing.  After  consideration 
by  the  Bureau  officials,  the  case  was  recently  returned 
by  them  to  the  local  office  of  the  Internal  Revenue 
Agent  in  Charge.  Revenue  Agent  Leahy,  whose  in- 
vestigation was  to  a  large  extent  suspended  during 
the  pendency  of  the  matter  in  Washington,  has  now 
resumed  his  activities  and  is,  we  believe,  now  in  the 
process  of  completing  the  draft  of  his  report.   His 
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conclusions,  we  are  hopeful,  are  now  in  accord  with 
the  i^roposal  submitted  to  the  Washington  officials. 

The  proposal  as  to  a  possible  basis  for  settlement 
is  presently  pending  in  the  local  office  of  the  Internal 
Revenue  Agent  in  Charge  and  will  continue  in  that 
status  until  final  action  thereon  can  be  taken  by  the 
appropriate  Bureau  officials.  Under  the  Bureau 
practice  and  the  necessities  of  this  particularly  diffi- 
cult case,  there  will  probably  be  an  interval  of  at 
least  two  months  before  an  agreement  can  be  reached 
with  those  who  must  approve  it,  if  it  is  accepted. 
It  can  be  revoked  at  any  time  prior  to  such  accep- 
tance and  there  will  be  ample  time  for  consideration 
by  you  and  your  associates  before  definitive  action 
is  taken. 

If  the  Government  approves  the  proposed  basis 
for  settlement,  it  will  be  an  unusually  advantageous 
disposition  of  the  matter.  The  doubts  as  to  the  con- 
struction of  the  applicable  Internal  Revenue  Code 
provisions  are  so  real  and  the  factual  background  so 
involved,  that  the  Government  would  certainly  be 
fully  justified  in  resisting  our  claim  in  its  entirety, 
if  complete  recovery  were  to  be  sought  for  1942  as 
well  as  avoidance  of  all  liability  for  1943  and  the 
period  ended  April  30, 1944.  We  would  then  be  com- 
pelled to  pursue  our  rights  even  to  the  Supreme 
Court  of  the  United  States.  In  any  such  extended 
litigation,  we  would  necessarily  incur  all  of  the  risks 
usually  attendant  upon  any  litigation,  plus  the  in- 
evitable bringing  to  bear  on  the  problem,  in  behalf 
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of  the  Government,  of  a  succession  of  fresh  and  in- 
genious minds,  eager  to  establish  full  tax  liability  in 
a  case  involving  such  large  siuns.  The  determination 
of  the  year  of  worthlessness  is  a  factual  matter  in- 
volving a  risk  of  loss  which  in  itself,,  in  my  carefully 
considered  opinion,  fully  justifies  the  proposed  basis 
of  settlement.  This  is  entirely  apart  from  other  seri- 
ous defenses  which  would  most  certainly  be  asserted 
by  the  Government,  if  it  were  to  contest  our  posi- 
tion in  the  case. 

It  is,  therefore,  my  definite  recommendation  that 
in  the  event  the  Government  advises  us  of  its  will- 
ingness to  close  the  matter  on  the  basis  suggested  in 
the  attached  proposal,  that  the  matter  be  so  disposed 
of  as  promptly  as  possible.  You  will,  of  course,  be 
advised  promptly  of  any  definitive  corporate  action 
required  from  your  corporation  to  that  end.  I  can- 
not impress  upon  you  too  much  the  depth  of  my  con- 
viction as  to  the  importance  of  moving  promptly 
when  and  if  opportunity  arises  to  close  this  matter 
on  the  basis  proposed.  I  am  fortified  in  this  by  the 
years  of  my  experience  in  the  Bureau  of  Internal 
Revenue  and  my  knowledge  of  the  extreme  sensi- 
tivity which  attends  the  situation  in  the  Bureau  in 
any  case  of  this  magnitude. 

I  will  be  glad  to  discuss  this  matter  with  you  and 
your  associates  at  any  convenient  time. 

Very  truly  yours, 

/s/  JAMES  K.  POLK. 
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Whitman,  Ransom,  Coulson  &  Goetz 
40  Wall  Street,  New  York  5,  N.  Y. 

February  11,  1947. 

The  Honorable  Joseph  D.  Nunan,  Jr., 
Commissioner  of  Internal  Revenue, 
Washington,  D.  C. 

Attention :     Mr.  Frank  Eddingfield. 

Re:  The  Western  Pacific  Railroad  Corpo- 
ration and  Affiliated  Corporations 
1942,  1943  and  1944  Federal  Income 
Taxes. 
Dear  Sir : 

The  Western  Pacific  Railroad  Corporation  and  its 
affiliated  subsidiaries  filed  consolidated  returns  for 
the  calendar  years  1942  and  1943  and  the  said  West- 
ern Pacific  Railroad  Corporation  filed  a  consolidated 
return  for  the  calendar  year  1944  including  therein 
its  said  subsidiaries  for  the  period  from  January  1, 
1944,  to  April  30,  1944,  during  which  period  affilia- 
tion existed. 

On  the  said  return  for  1942  a  consolidated  tax  lia- 
bility of  $4,201,821.54  was  reported  and  duly  assessed 
and  paid.  On  the  said  return  for  1943  there  was  re- 
ported a  net  loss  and  no  taxable  income.  On  the  said 
return  for  1944,  based  on  a  carryover  of  the  unused 
1943  net  loss,  there  was  reported  no  taxable  income 
and  no  tax  liability.  A  claim  for  refund  of  the  tax 
so  paid  for  1942,  based  on  a  carryback  of  the  said 
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1943  net  loss,  was  filed  and  is  now  pending  in  your 
office. 

The  taxpayer  on  behalf  of  itself  and  its  aforesaid 
affiliated  subsidiaries  hereby  offers  to  settle  and  de- 
termine the  tax  liabilities  of  the  said  corporations 
for  the  said  taxable  years  1942,  1943  and  1944  in  the 
amounts  shown  on  the  returns  filed  as  aforesaid. 
This  proposal  of  settlement  does  not  relate  to  or  af- 
fect the  tax  liability  of  the  said  subsidiaries  from 
and  after  April  30,  1944,  when  their  affiliated  status 
with  The  Western  Pacific  Railroad  Corporation  was 
terminated.  The  within  proposal  is  made  without 
prejudice  to  any  rights  or  claims  of  the  parties,  if 
the  proposal  is  not  accepted  by  you. 

As  part  of  this  proposal  The  Western  Pacific  Eail- 
road  Corporation,  on  behalf  of  itself  and  its  afore- 
said affiliated  subsidiaries  agrees  that,  if  this  propo- 
sal is  accepted,  it  will  consent  to  a  rejection  of  the 
said  claim  for  refund  of  the  1942  taxes  and  further 
agrees  not  to  sue  upon  said  claim  or  file  other  or 
further  claims  in  respect  of  1942  taxes  on  any  ground 
whatsoever.  It  is.  further  agreed  by  the  said  The 
Western  Pacific  Railroad  Corporation  on  behalf  of 
itself  and  its  aforesaid  affiliated  subsidiaries  that  if 
this  proposal  is  accepted  it  will  execute  or  procure 
the  execution  of  any  other  or  further  agreements  or 
assurances  requested  by  the  Commissioner  of  Inter- 
nal Revenue  for  the  purpose  of  effectuating  the  set- 
tlement. 

Authority  for  the  submission  of  the  within  propo- 
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sal  of  settlement  by  the  undersigned  is  contained  in 
a  Power  of  Attorney  heretofore  filed  in  your  office. 

Respectfully, 

THE  WESTERN  PACIFIC 
RAILROAD  CORPORATION 

JAMES  K.  POLK, 

Attorney-in-Fact. 

[Endorsed]  :     Filed  Feb.  3, 1949. 
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The  Western  Pacific  Railroad  Corporation 

100  West  Tenth  Street, 

Wilmington  99,  Delaware. 

May  5,  1947. 
At:  NewYork5,N.Y. 
40  Wall  Street, 
Fifty-first  Floor. 

Mr.  James  K.  Polk, 

Messrs.  Whitman,  Ransom,  Coulson  &  Goetz, 

40  Wall  Street, 

New  York  5,  N.  Y. 

Dear  Mr.  Polk : 

After  the  conference  between  the  Board  Commit- 
tee dealing  with  Corporation  tax  matters,  and  your- 
self, held  in  your  office  on  April  15th,  we  have  further 
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considered   the  questions  involved  and  the  points 
raised  at  the  conference. 

We  are  prepared  to  recommend  to  the  Board  the 
Bending  to  you  of  a  letter  of  general  approval  of  the 
proposed  tax  settlement,  outlined  in  your  letter  to 
the  Corporation  under  date  of  April  2nd,  signed  by 
myself  as  President,  with  a  copy  of  an  authorizing 
resolution  of  the  Board. 

We  will  expect  to  be  informed  as  to  the  progress 
of  the  negotiations  and  if  there  are  any  changes  in 
the  proposed  settlement  the  Corporation  must  be  en- 
tirely free  to  reconsider  its  approval. 

Although  we  wish  to  be  entirely  cooperative  in  this 
matter,  the  Corporation  finds  itself  embarrassed  by 
the  action  of  the  Western  Pacific  Railroad  Company 
in  opposing  judicial  settlement  of  the  allocations  of 
tax  benefits,,  if  any,  derived  from  the  application  of 
the  capital  losses  of  the  Corporation  for  the  benefit 
of  the  Group.  The  Railroad  Company's  pleadings 
that  the  Railroad  Corporation  should  be  denied  its 
day  in  court  by  reason  of  the  statute  of  limitations 
and  the  District  Court's  injunctive  order  in  reorgan- 
ization, does  not  invite  the  kind  of  cooperation  from 
the  Railroad  Corporation  that  a  settlement  of  the 
tax  case,  so  ably  and  fairly  proposed  by  you  as  coun- 
sel for  both  the  Railroad  Company  and  the  Railroad 
Corporation,  requires.  Had  there  been  any  question 
of  the  Railroad  Corporation's  right  to  a  determina- 

1  tion  of  the  question  of  allocations  of  tax  benefits,  we 
feel  sure  that  counsel  representing  both  the  Railroad 

I  Company  and  the  Railroad  Corporation  would  have 
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specifically  stipulated,  at  the  time  of  the  filing  of  the 
consolidated  returns,  for  such  allocation  to  be  deter- 
mined by  the  court,  if  the  parties  found  themselves 
unable  to  agree  thereto.  Inasmuch  as  in  the  proposed 
settlement  the  Railroad  Corporation  foregoes  its  re- 
fund claim  of  $4,200,000,  we  think  it  appropriate 
that  a  stipulation  promptly  be  entered  into  between 
the  Railroad  Company  and  the  Railroad  Corpora- 
tion, and  the  other  members  of  the  Group,  which  will 
insure  the  Corporation  its  day  in  court  for  a  settle- 
ment of  the  questions  of  proper  and  equitable  alloca- 
tions of  tax  savings,  if  any,,  as  well  as  fixing  the 
amoimt  of  the  refund  as  the  basis  for  such  savings. 
We  trust  you  will  use  your  good  offices,  repre- 
senting both  parties  in  this  situation,  to  secure  the 
approval  of  the  Railroad  Company  to  such  a  stipu- 
lation. 

Very  truly  yours. 

/s/  M.  J.  CURRY, 
President. 

cc :    Mr.  F.  C.  Nicodemus,  Jr. 
Mr.  A.  Perry  Osborn 
Mr.  WiUis  D.  Wood 

[Endorsed] :     Filed  Feb.  3, 1949. 
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PLAINTIFF'S  EXHIBIT  No.  70 

Whitman,  Ransom,  Coulson  &  Goetz 
40  Wall  Street,  New  York  5,  N.  Y. 

May  6, 1947. 
Mr.  M.  J.  Curry, 
40  Wall  Street,, 
Room  5205, 
New  York,  N.  Y. 

Dear  Mr.  Curry : 

This  acknowledges  your  letter  of  May  5th  as  to 
the  pending  tax  matters  for  the  years  1942, 1943  and 
1944,  The  Western  Pacific  group,  in  which  I  act  as 
tax  counsel.  Obviously,  as  your  letter  suggests,  the 
only  thing  that  I  could  do  in  connection  with  a  pos- 
sible stipulation  between  the  various  interested  com- 
panies in  connection  with  pending  litigation  between 
them  as  to  allocation,  would  be  to  "use  my  good  of- 
fices". The  use  of  my  good  offices  would  necessarily 
be  limited  to  calling  to  the  attention  of  the  other 
members  of  the  group  the  fact  which  I  have  im- 
pressed upon  your  gi'oup;  namely,  that  there  is  a 
common  interest  in  concluding  promptly  the  pro- 
posed settlement  which  I  have  been  negotiating  with 
the  Treasury  Department.  It  would  in  my  judgment 
be  disastrous  if  controversies  between  the  members 
of  the  group,  which  could  properly  await  subsequent 
disposition,  should  make  impossible  a  settlement 
along  the  lines  heretofore  outlined  to  your  group. 

As  you  know,  the  legal  rejjresentation  of  the  rail- 
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road  company  in  this  matter  is  entirely  in  the  hands 
of  Mr.  Allan  P.  Matthew  of  the  firm  of  McCutchen, 
Thomas,  Matthew,  Griffiths  &  Greene  of  San  Fran- 
cisco. I  understand  that  Mr.  Matthew  is  represented 
here  in  New  York  in  connection  with  the  New  York 
procedings  by  Mr.  Crouch  of  the  firm  of  Clark,  Carr 
and  Ellis.  My  function  is  definitely  limited  to  the 
dealings  with  the  Treasury  Department  in  connec- 
tion with  the  tax  controversy  where  certainly  all 
members  of  the  group  have  a  common  interest.  I 
have  sent  a  copy  of  your  letter  to  me  and  a  copy  of 
this  letter  to  Mr.  Allan  P.  Matthew. 

Naturally,  I  am  at  the  disposition  of  you  and  your 
associates  and  of  any  other  member  of  the  corporate 
group  as  to  the  method  of  computing  the  settlement 
or  any  other  information  which  will  be  helpful  in 
ironing  out  such  differences  as  may  exist  between 
members  of  the  corporate  group.  In  closing,  how- 
ever, let  me  emphasize  again  the  vital  element  that 
this  controversy  between  the  members  of  the  corpo- 
rate group  shall  not  be  allowed  to  interfere  with  an 
advantageous  settlement  with  the  Ti'easury  Depart- 
ment, as  to  which  there  is  clearly  no  conflict  in  in- 
terest. 

Sincerely  yours, 

JAMES  K.  POLK. 

Copies  to :  Mr.  Nicodemus 
Mr.  A.  P.  Osborn 
Mr.  Willis  D.  Wood 

[Endorsed]  :     Filed  Feb.  3, 1949. 
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PLAINTIFF'S  EXHIBIT  No.  71 

WMtman,  Ransom,  Coulson  &  Goetz 
40  Wall  Street,  New  York  5,  N.  Y. 

May  19,,  1947. 
Mr.  C.  R.  Krigbaum, 
Internal  Revenue  Agent  in  Charge, 
225  Broadway, 
New  York,  N.  Y. 

The  Western  Pacific  Railroad  Corporation 
and  Affiliated  Corporations 

1942,  1943  and  1944  Federal  Income  Taxes. 

Dear  Sir : 

Reference  is  made  to  the  conference  held  in  your 
office  May  6th  with  regard  to  the  tax  liabilities  of 
The  Western  Pacific  Railroad  Corporation  and  its 
affiliated  companies  for  the  taxable  years  1942,  1943 
and  1944. 

At  this  conference  an  agreed  basis  of  settlement 
of  the  tax  liabilities  involved  was  reached  and  this 
letter  contains  the  written  undertaking  of  the  tax- 
payers effectuating  the  settlement. 

The  taxpayer  on  behalf  of  itself  and  its  affiliated 
subsidiaries  agrees  to  settle  and  determine  the  tax 
liabilities  of  said  corporation  for  the  taxable  years 
1942,  1943  and  1944  in  the  amounts  shown  on  the  re- 
turns as  filed.  This  proposal  of  settlement  accord- 
ingly relates  to  the  consolidated  returns  filed  for  the 
calendar  years  1942  and  1943  and  1944,  in  which  said 
return  for  1944  The  Western  Pacific  Railroad  Cor- 
poration included  therein  its  subsidiaries  for  the 
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period  January  1,  1944  to  April  30,  1944,  during 
which  period  affiliation  existed.  This  settlement  does 
not  relate  to  or  affect  the  tax  liability  of  the  subsidi- 
aries from  and  after  April  30, 1944  when  their  affili- 
ated status  with  The  Western  Pacific  Railroad  Cor- 
poration was  terminated. 

As  part  of  the  settlement  The  Western  Pacific 
Railroad  Corporation  consents  to  the  rejection  of 
the  pending  claim  for  refund  of  1942  taxes  and 
further  agrees  not  to  sue  upon  said  claim  or  file  other 
or  further  claims  in  respect  of  1942  taxes  on  any 
ground  whatsoever.  It  is  also  stipulated  that  The 
Western  Pacific  Railroad  Corporation  on  behalf  of 
itself  and  its  affiliated  subsidiaries  will,  if  this  settle- 
ment is  accepted,  execute  or  procure  the  execution 
of  any  other  or  further  agreements  or  assurances  re- 
quested by  the  Commissioner  of  Internal  Revenue 
for  the  purpose  of  effectuating  the  settlement. 

The  settlement  reached  with  your  office  is  agreed 
to  without  prejudice,  however,  to  any  rights  or  claims 
of  the  parties  in  the  event  the  settlement  is  not  ac- 
cepted by  the  Commissioner  of  Internal  Revenue. 

Authority  for  settlement  of  the  tax  liabilities  of 
the  above  named  taxpayers  by  the  undersigned  is 
contained  in  power  of  attorney  heretofore  filed  with 
your  office. 

Respectfully, 

THE  WESTERN  PACIFIC 
RAILROAD  CORPORATION, 

JAMES  K.  POLK, 

Attorney-in-Fact. 

[Endorsed] :     Filed  Feb.  3, 1949. 
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PLAINTIFF'S  EXHIBIT  No.  72 

The  Western  Pacific  Railroad  Company 
Western  Pacific  Building, 

526  Mission  Street, 
San  Francisco  5,  California. 

February  11,  1947. 
Via  Air  Mail  073 

James  K.  Polk,  Esq., 
c/o  Carlton  Hotel, 
Washington,  D.  C. 

Dear  Mr.  Polk: 

In  order  that  you  may  have  definite  authorization 
from  this  Companj^  to  proceed  in  connection  with 
the  pending  controversy  as  to  Federal  income  taxes 
for  the  years  1942,  1943  and  1944,  as  to  which  you 
hold  power  of  attorney,  I  have  today  conferred  with 
all  available  directors.  All  of  the  directors  I  have 
been  able  to  reach,  constituting  a  majority  of  the  di- 
rectors, have  concurred  in  the  proposal  that  you  sub- 
mit in  writing  to  the  Commissioner  of  Internal 
Revenue  a  definite  proposal  that  the  three  years 
1942,  1943  and  1944  be  settled  on  the  basis  of  no  re- 
fund and  no  additional  tax. 

We  understand  that  the  year  1944  is  involved  in 
this  < controversy,  so  far  as  this  Company  is  con- 
cerneii,  only  during  the  period  of  affiliation,  that  is, 
through  April  30,  1944,  and  that  for  the  balance  of 
the  yi^ar  1944  the  taxes  of  this  Company  will  be  de- 
termined on  the  basis  of  its  separate  return  for  that 
peroid  outside  the  affiliation. 
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This  authorization  will  be  formally  ratified  at  a 
meeting  of  the  Board  of  Directors  to  be  held  early 
in  March,  1947. 

Very  truly  yours, 

/s/  CHARLES  ELSEY. 

Copy  by  regular  mail. 

Draft— 2/25/4.  .—JKP:EMD 

The  Western  Pacific  Railroad  Company 

March      ,  1947. 

Resolution  of  Board  of  Directors 

The  President  submitted  to  the  Board  a  copy  of 
a  letter  which  was  submitted  by  James  K.  Polk,  Tax 
Counsel  for  the  Company,  to  the  Commissioner  of 
Internal  Revenue  relative  to  the  settlement  of  Fed- 
eral Income  Tax  liabilities  for  the  years  1942,  1943 
and  so  far  as  this  Company  and  its  affiliates  are  con- 
cerned, the  first  four  months  of  1944.  He  stated  that 
prior  to  the  submission  of  that  letter,  the  matter  had 
been  taken  up  with  the  members  of  the  Board  indi- 
vidually and  the  approval  and  authorization  of  a 
majority  of  the  Board  to  the  submission  of  that  let- 
ter had  been  obtained.  He  stated  that  following 
such  submission  to  the  individual  members  of  the 
Board,  he  had  instructed  Mr.  Polk  in  writing  to 
make  such  offer.  A  copy  of  the  President's  letter 
was  presented  to  the  meeting.  After  consideration 
and  on  motion  duly  made  and  seconded,  it  was 

Resolved,  that  the  submission  of  the  afore- 


I 


Western  Pacific  R.R.  Company,  etc.        1803 

said  letters,  copies  of  which  were  presented  at 
this  meeting,  be  and  the  same  are  in  all  respects 
ratified,  affirmed  and  approved. 

''The  Chairman  submitted  to  the  Board  a  copy 
of  a  letter  which  was  submitted  by  James  K.  Polk,, 
Tax  Counsel  for  the  Company,  to  the  Commissioner 
of  Internal  Revenue  relative  to  the  settlement  of 
Federal  Income  Tax  liabilities  for  the  years  1942, 
1943  and  so  far  as  this  Company  and  its  affiliates  are 
concerned,  the  first  four  months  of  1944.  He  stated 
that  prior  to  the  submission  of  that  letter,  the  mat- 
ter had  been  taken  up  with  the  members  of  the 
Board  individually  and  the  approval  and  authoriza- 
tion of  a  majority  of  the  Board  to  the  submission  of 
that  letter  had  been  obtained.  He  stated  that  follow- 
ing such  submission  to  the  individual  members  of 
the  Board,  he  had  instructed  Mr.  Polk  in  writing  to 
make  such  offer,  A  copy  of  the  President's  letter  was 
presented  to  the  meeting.  After  consideration  and 
on  motion  duly  made  and  seconded,  it  was 

Resolved,  that  the  submission  of  the  aforesaid 
letters,  copies  of  which  were  presented  at  this 
meeting,  be  and  the  same  are  in  all  respects  rati- 
fied, affirmed  and  approved. ' ' 

I,  C.  L.  Droit,  Secretary  of  The  Western  Pacific . 
Railroad  Company,  a  corporation,  as  such  Secretary 
do  hereby  Certify  that  the  foregoing  is  an  Extract 
from  the  minutes  of  proceedings  of  a  regular  meet- 
ing of  the  Board  of  Directors  of  said  corporation, 
duly  and  regularly  convened  and  held  at  the  office 
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of  said  corporation  on  the  4tli  day  of  March,  1947, 
at  which  a  quorum  of  said  Board  was  present ;  that 
the  motion  and  resolution  set  forth  in  said  Extract 
were  duly  adopted  by  said  Board  at  said  meeting 
and  have  not  been  rescinded  or  amended  and  remain 
in  full  force  and  effect. 

In  Witness  Whereof,  I  have  hereunto  signed  my 
name  as  such  Secretary  and  affixed  the  seal  of  said 
corporation  this  28th  day  of  March,  1947. 

[Seal]        /s/  C.  L.  DROIT, 
Secretary, 

THE  WESTERN  PACIFIC 
RAILROAD  COMPANY. 

[Endorsed]  :     Filed  Feb,  3, 1949. 
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The  Western  Pacific  R.R.  Corp.  and  Affiliates 
Summary  of  Comparative  Tax  Computations 


Year 


Stock  Loss    ' 

Eliminated 

&  Invested 

Return 

Stock  Loss 

Capital  Reduced 

As  Filed 

Eliminated 

$25,000,000 

$8,566,200 

$9,837,900— 

1,127,900 

1,127,900— 

1943. 
1944. 


The  Western  Pacific  R.R.  Company— 8  Mos.— 1944  Return 
Tax  Paid  Is  $185,000  Below  80%  Maximum 

Reduction  of  Invested  Capital  Base  of  Approximately  $4,000,000 
Would  Produce  the  80%  Condition. 
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1943 

The  W-P-R-R.  Corp.  and  Affiliates 

Reeomputation  of  Consolidated  Income  and  Excess  Profits  Tax 
Liability  on  Basis  of  the  Elimination  of  Sec.  23  (g)  Stock  Loss 

Item  No. 

1.  Consol.  Adjusted  Net  Income 

per  Return  as  filed $55,093,108.70 

2.  Add  Stock  Loss  Deduction 73,116,400.00 


3.  Adj.  Net  Income  (before 

Stock  Loss)  18,023,291.30 

4.  Add  50%  of  Int.  on  Borrowed 

Capital  1,594,966.23 

5.  Dividends  Rec'd 108.00 


6.  Consol.  Excess  Profits 

Net  Income 19,618,149.53 

7.  Deduct  Excess  Prof- 

its Credit $8,573,153.33 

Specific 

Exemption....         5,000.00 

8.  Unused  Credit 

(1941)    8,474,200.00     17,052,353.33 


9.     Adjusted  Excess  Profits 

Net  Income  2,565,796.20 

10.  Consol.  Excess  Profits  Tax  @  81%  (Net) $2,078,300— 

11.  Consol.  Normal-Tax 

Net  Income  (3-9)  $15,447,495.10 

12.  Consol.  Normal-Tax  @  42%  6,487,900— 


Consol.  Total  Tax  Liability $8,566,200 


Note: 

80%  Max.  not  applicable. 

.80  X  $18,023,291.30  =  $14,400,000. 
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1943 

The  W.P.R.R.  Corp.  and  Affiliates 

Recomputation  of  Consol.  Income  and  Excess  Profits  Tax  Liability  on 
Basis  of  Elimination  of  Stock  Loss  and  Reduction  of 
Invested  Cap.  Base— $25,000,000 
Item  No. 

1.  Con.  Adj.  Net  Income 

(before  Stock  Loss)  $18,023,291.30 

2.  Con.  E.  P.  Net  Income 19,618,149.53 

3.  Deduct : 

E.  P.  Credit $7,073,153.33 

Specific  Ex 5,000.00 

4.  Unused  Credit  ....  6,724,200.00    13,802,353.33 


5.  Con.  Adj.  E.  P.  Net  Income 5,815,796.20 

6.  Con.  E.  P.  Tax  @  81%  (Net) $4,710,800— 

7.  Con.  Normal-Tax  Net  Income 

(1-5)  12,207,495.10 

8.  Con.  Normal-Tax  @  42% 5,127,100— 


Consol.  Total  Tax  Liability 9,837,900 


Note :  The  increase  in  tax  liability  over  the  computation  on  Sheet  1  re* 
fleets  a  total  reduction  of  Inv.  Cap.  of  $50,000,000 — the  carryover  and 
the  current  year 

1941  Carryover  Current 

[(7%  X  25,000,000)  -t-  (6%  X  25,000,000)]   X 

Tax  Rate 

Differential 
[81%— 42%]  =$1,271,700. 

1944 

The  W.P.R.R.  Corp— 12  Mos. 

Affiliates— 4  Mos. 

Recomputation  on  Basis  of  Elimination  of  Net  Operating  Loss 
Attributable  to  1943  Stock  Loss 
Item  No. 

1.  Consol.  Adj.  Net  Income  per  Return 

as  filed  $42,403,256.08 

2.  Add:  Net  Oper.  Loss  Deduction....  45,088,695.18 
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3.  Consol.  Adj.  Net  Income  (before 

N.  Oper.  Loss)  2,685,439.10 

4.  Add  50%  of  Int.  on 
Borrowed  Cap 526,244.29 

!      5.        Dividends  Rec'd 116.00 


6.  Consol.  E.  P.  Net  Income 3,211,567.39 

7.  Deduct :  E.  P. 

Credit   $5,710,848.31 

Spec.  Exemption         5,000.00 

8.  Unused  Credit 5,715,848.31 


9.     Consol.  Adj.  E.  P.  Net  Income 

10.  Consol.  E.  P.  Tax 

11.  Consol.  Normal-Tax  Net 

Income  (Item  3) 2,685,439.10 

Consol.  Normal-Tax  @  42% 1,127,900 


Consol.  Total  Tax  Liability 1,127,900 


1944 

The  W.P.R.R.  Corp.— 12  Mos. 

Affiliates— 4  Mos. 

Eecomputation  on  Basis  of  Elimination  of  Net  Operating  Loss  and 
Reduction  of  Invested  Capital  Base  in  Amount  of  $25,000,000 

Excess  Profits  Credit  is  then  reduced  to  $4,960,000.  Which  is  still 
sufficient  to  insulate  against  E.  P.  Liability  and  the  total  tax  remains 
unchanged  from  computation  on  Sheet  3. 

1944 

The  W.P.R.R.  Company 

8  Mos.— May  1  to  Dec.  31, 1944 

Surtax  Net  Income $8,866,205— 

80% 


Maximum  Tax  Payable $7,092,728.64 

Tax  Paid — per  returns — E.  P.  Tax $5,706.661 

Before  post  war  refund — Normal 1,200,737         6,907,398.00 


Margin  of  Tax $    185,330.64 

$185,330.64-90%  =  $206,000  =  Income  Margin. 

$206,000-^5%  =  $4,120,000  Invested  Capital  Margin  before 

80%  Max.  applies. 


Sched.  I 

The  "W.P.R.R.  Corporation  and  Its  Affiliated  Companies 

Estimate  of  Federal  Income  and  Exeess  Profits  Tax  Liability 

Jan.  1  to  April  30, 1944 


1808 


Consolidated  Return— Parent  Full  Year,  Affiliates  Jan.  1  to  April  .30,  1344 


Operating  Loss  (See.23((;)  (i)  Not  Considered 
Inv.  Capital  Base — Per  Books  Invested  Capital  "Floor' 


Estimated  Net  Income,  before  taxes.  Separate  Return  Basis 

The  Western  Pacific  Railroad  Corporation  [est.  12  mos.  deficit] 

The  Western  Pacific  Railroad  Company  [act.  4  mos.  figure] , $  3,871,250- 

Deduct:  Retroactive  Wage  Adjustment 1,064,250- 

Sacramento  Northern  Railway  [4  mos.  actual  figures] 

Tidewater  Southern  Railway 

Combined  Taxable  Net  Income 

Add :  Intercompany  Interest  Deductions 


Corporation  Advances  to  Company 92,000— 

Sacramento  Owing  to  Company  on  Bonds,  Notes  and  Advances 248,100— 

Sacramento  Owing  to  Corporation 14,200- 

Company  Owing  to  Corp.— 1st  Mtg.  Bonds 99,600- 

Consolidated  Taxable  Net  Income 

Deduct :  Consol.  Net  Operating  Loss  Deduction 55,093,000- 

Less:Adj.  Under  See.  122(d) 


13.  Consolidated  Taxable  Net  Income  (after  Net  Oper.  Loss  Deduction) 

Add :  1/2  of  interest  on  Borrowed  Capital — 

14.  W.P.R.R.  Company— 1/3  ($1,563,000—)  $521,000— 

15.  Less :  Corps  holdings!  mos.  (1/2  X  $99,600) 49,800—       471,200- 


16.  W.P.R.R.  Corp.  (int.  on  loans) 

17.  Adj.  of  Net  Operating  Loss — Inv.  Cap.  Basis  . 

18.  Consolidated  Excess  Profits  Net  Income 


51,000- 


19. 


21. 


Deduct :  Specific  Exemption 10,000 — 

Consol.  Excess  Profits  Credit 6,375,000 — 

Consol.  Unused  Excess  Profits  Credit  Adj.  (1943  Cariyover) 8,570,000— 


1      22.    Consolidated  Adjusted  Excess  Profits  Net  Income 

I     23.    Consolidated  Excess  Profits  Tax— 95%  X  Item  22 

24.  Consolidated  Normal-Tax  Net  Income  (Item  13  minus  Item  22) 

25.  Consolidated  Normal-Tax  and  Surtax — 42%  of  Item  24 

26.  Total  Federal  Income  and  Excess  Profits  Tax  Liability  (Item  23  -I-  Item  25) 

Red  Figures  in  Brackets. 


[$      105,000—) 

2,807,000— 
[        328,600—] 


2,855,400— 

55,093,000— 
[  52,237,600—] 


522,200— 
1,596,000— 


[  50,119,400—] 

14,955,000 

[  65,074,400—] 
[52,237,600—] 


Before  Wage        After  Wage       Before  Wage       After  Wage 
Adj.  Deduction  Adj.  Deduction  Adj.  Deduction  Adj.  DeductioB 


!,919,6.50—      $2,855,400—       $3,919,650 


2,855,400—         3,919,650 


522,200—  522,200— 


4,441,850—        3,377,600—         4,441,850- 


3,919,650—        2,855,400- 
1,646,250—        1,199,300- 


1,157,850— 
1,099,950— 
2,761,800— 
1,159.950— 


1,199,300—         2,259,900— 


2,855,400— 


10,000  10,000—  10,000—  10.000— 

6,375,000—        6,375,000—         3,274,000—  3,274,000— 


3,284,000—  3,284,000— 


93,600— 

SS,920— 

2,761,800— 

1,159,950— 

1,248,870— 


[Endorsed] :     Filed  Feb.  9,  1949. 
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PLAINTIFF'S  EXHIBIT  No.  74 

The  Western  Pacific  Railroad  Company 

Western  Pacific  Building, 

526  Mission  Street, 
San  Francisco  5,  California. 
Air  Mail 

November  8, 1943. 
File  B-29-1. 
Mr.  James  K.  Polk, 

c/o  Whitman,  Ransom,  Coulson  and  Goetz, 
40  Wall  Street, 
New  York,  New  York. 

Dear  Mr.  Polk : 

I  am  enclosing  copy  of  a  computation  I  have  made 
for  an  estimate  of  the  year  1943  Federal  income  and 
excess  profits  taxes  for  the  consolidated  group  for 
the  purpose  of  arriving  at  a  figure  to  base  our  esti- 
mated tax  accruals  upon  for  the  remainder  of  the 
current  year.  Will  you  be  so  kind  as  to  have  this 
computation  check  up  and  let  me  know,  as  soon  as 
you  conveniently  can,  whether  there  is  anything 
about  the  principle  or  fixed  figures  I  have  used  which 
is  wrong. 

The  figures  shown  for  "Taxable  Net  Income"  are, 
of  course,  purely  estimates  but  they  appear  conser- 
vative at  the  present  time.  However,  there  are  many 
elements  which  may  affect  them  to  a  more  or  less 
degree  so  they  will  be  subject  to  revisions,  either  up 


b 
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or  down,  before  we  close  our  accounts  for  tlie  year 
and  whatever  changes  we  find  necessary  there  will 
correspondingly  affect  our  tax  accruals. 

Yours  truly, 

/s/  D.  C.  DeGRAFF, 

General  Auditor. 

[Endorsed]  :    Filed  Feb.  9, 1949. 
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The  TVestern  Pacific  Railroad  System 

Statement  Showing  Distribution  of  Income  as  It  ^Vonld  Be  Under 
Reorganization  Plan,  if  Effective  January  1.  1939 

Estimated  for  Calendar  Year  1943 

System 
Estimated  Total  Railway  Operating  Revenues $52,900,000 

Net  Railway  Operating  Income $12,82-1.000 

Add  Other  Income 582,000 

Deductions  from  Income — Miscellaneous 178,000 

Income  Available  for  Fixed  Charges $13,228,000 

Less  Rent  for  Leased  Road  &  Equipment.-$     3,600 

Less  Interest  on  Equipment  Obligations 89,400 

Less  Interest  on  Trustees "  Certificates  ',c ) ....  135,000 
Less  Amort,  of  Disc,  on  Equip.  Obligations  4,500 
Less  Other  3Iiscellaneous  Fixed  Charges  ....       5,000         237,500 

Available  Net  Income  as  Defined  by  Plan $12,990,500 

Maximimi  Capital  Fund $500,000 

Less  Oper.  Exp.  System  Road  Retirements  50.000 
Less  Oper.  Exp.  Amort.  Road 

Defense  Projects 130,000 

Less  Road  Property  Depreciation 400,000  

Income  Available  for  Interest  on  Income  Bonds $12,990,500 

Less  fuU  41  o  q:  interest  on  $20,887,888 

Income  Bonds (b~)  939,955 (j 

Income  Available  for  Sinking  Fund  on  Income  Bonds....$12,050,545(: 
Less  Sinking  Fund  (lo/c  on  $20,887,888 

outstanding  (^b)  104,439  (• 

Less  41  o^c  on  8331,187  Bonds  pre^-iously 

redeemed  (b  >  14.903 ( 

1943  Income  Available  for  Other  Corporate  Purposes  or 

for  Dividends  on  Stocks $11,931,203  ( 


Notes 

Income  Taxes :  As  of  this  date,  The  System  Railroad  Companies, 
constituted  during  1943,  expect  to  accrae  estimated  Federal  Inco: 
taxes  of  86,931.000  and  estimated  Excess  Profits  taxes  of  $1,343,000 
a  total  of  $8,274,000.  All  income  figures  on  the  above  statement  J 
a/fer  such  accruals. 
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Wages :  No  accounting  in  above  figures  for  wage  increases  which 
ay  be  authorized  or  for  Land  Grant  rate  reserves  or  maintenance 
'.serves. 

Note  A^:  If  anj^  changes  are  made  in  original  Plan  total  amount  of 
51,219,075  face  value  of  Income  Bonds  as  finally  issued  to  Railroad 
redit  Corporation,  all  amounts  marked  "A"  will  be  modified.  The 
iginal  unpaid  interest  claim  of  the  R.C.C.  ($146,503)  has  been  mate- 
ally  reduced  each  year  by  credits  from  the  Marshalling  and  Distribut- 
ig  Plan  and  other  paAonents.  These  pajTnents  will  effect  reductions  in 
nounts  of  securities  finally  issued  to  Railroad  Credit  Corporation  and 
feet  the  totals  of  certain  securities  issued  under  the  Plan.  (See  I.C.C. 
Ian — Section  P-4.) 

Note  B  :  Based  on  amount  of  $20,887,888  for  value  of  Income  Bonds 
itstanding  January  1,  1943,  as  it  would  be  after  purchases  of  $316,673 
.ce  value  of  such  bonds  by  Sinking  Fund  of  1940-1941-1942  and  $14,- 
14  face  value  of  such  bonds  purcha.sed  from  "interest"  at  4i/o%  on 
I  amount  equal  to  face  value  of  all  bonds  retired  by  Sinking'Fund 
)erations  of  years  prior  to  1943. 

Note  C :  Net  interest  paid  on  outstanding  Trustees'  Certificates  after 
editing  4%  on  amount  of  $6,000,000  cash  collateral  on  deposit  with 
econstruction  Finance  Corporation. 

RR  Co  Ex  898  A 

See  of  the  President, 

m  Francisco,  California, 
Dvember  13,  1943  (EWE) 

[Endorsed]  :     Filed  Feb.  9, 1949. 
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DEFENDANT'S  EXHIBIT  No.  1 

To  record  transfer  of  ownership  of  the  capital 
stock  to  the  Eeorganization  Committee  of  the  West- 
ern Pacific  Railroad  Company,  in  accordance  with 
request  of  the  said  Committee  made  under  and  pur- 
suant to  order  dated  December  17,  1943,  of  the 
District  Court  of  the  United  States  for  the  North- 
em  District  of  California,  Southern  Division,  and 
also  mider  and  pursuant  to  agreement  dated  No- 
vember 22,  1943,  between  the  Western  Pacific  Rail- 
road Corporation,  its  secured  creditors  and  said 
Reorganization  Committee,  in  respect  of  which 
approval  of  the  stockholders  was  given  at  special 
meeting  held  on  April  20,  1944. 

[Endorsed] :     Filed  Feb.  4,  1949. 


DEFENDANTS'  EXHIBIT  No.  2 

4/20/44 
Memorandum  Entry 

Loss  as  result  of  reorganization  of  subsidiary: 

Capital  Stock— The  Western  Pacific  Railroad 
Company. 

To  record  transfer  of  ownership  of  the  capital 
stock  to  the  Reorganization  Committee  under  Plan 
of  Reorganization  of  the  Western  Pacific  Railroad 
Company,  pursuant  to  order  of  the  Federal  District 
Court  for  the  Northern  District  of  California,  dated 
December  17,  1943,  and  also  under  and  pursuant 
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to  an  Agreement,  dated  November  22,  1943,  be- 
tween The  Western  Pacific  Railroad  Corporation, 
its  secured  creditors  and  said  Reorganization  Com- 
mittee and  approval  of  the  stockholders  of  The 
Western  Pacific  Railroad  Corporation  given  at 
special  meeting  held  April  20,  1944. 

[Endorsed]:     Filed  Feb.  4,  1949. 


DEFENDANTS'  EXHIBIT  No.  3 

New  York,  February  5,  1935. 
Mr.  Schumacher: 

In  re  the  Corporation's  situation  in  connection 
with  proposed  recapitalization  of  The  Denver  and 
Rio  Grande  Western  Railroad  Company  and  the 
Western  Pacific  Railroad  Company : 

We  have  prepared  a  statement  showing  new  set- 
up of  assets  of  the  Corporation,  if  and  when  the 
present  proposals  for  readjustments  of  the  two 
companies  mentioned  become  effective.  There  are 
two  statements  herewith: 

(1)  Securities  Assignable  by  Proposed  Re- 
adjustment of  Capitalization  of  the  Western 
Pacific  Railroad  Company  and  The  Rio  Grande 
Western  Railroad  Company  in  Exchange  for 
Existing  Securities  Owned  and  List  of  Other 
Assets  Owned  Remaining  Undisturbed. 

(2)  Schedule  of  Securities  Owned  if  Pro- 
posed Readjustment  of  Capitalization  of  The 
Western  Pacific  Railroad  Company  and  The 
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Defendants'  Exhibit  No.  3 — (Continued) 

Denver    and   Rio    Grande    Western    Railroad 
Company  is  effected. 

The  income  to  the  Corporation,  which,  as  you 
know  is  entirely  from  interest  received  from  se- 
curities owned,  will  be  very  materially  reduced,  as 
you  mil  note  from  Statement  #2.  The  income  from 
the  first  mortgage  bonds  received  in  exchange  for 
certain  of  the  Corporation  securities  on  the  basis 
proposed  would  amount  to  approximately  $190,- 
000.  However,  the  income  will,  no  doubt,  be  in- 
creased through  income  derived  from  income  bonds 
in  the  contingent  class.  I  believe  it  is  safe  to  as- 
sume we  would  get  some  return  from  the  Incomes, 
inasmuch  as  the  annual  fixed  interest  set  up  for 
both  companies  based  on  their  net  income,  even 
in  the  poorest  year,  1932,  was  earned.  The  years 
'33  and  '34  had  net  income  more  than  sufficient  to 
take  care  of  the  proposed  First  Mortgage  Bonds 
and  if  business  conditions  continue  to  show  an  up- 
ward trend,  there  should  be  earnings  applicable  to 
the  income  bonds. 

We  must  also  not  overlook  the  fact  that  the  Cor- 
poration's loans  with  The  Chase  National  Bank, 
Curtiss  Southwestern  Company  and  Central  Han- 
over Bank  amount  to  $9,299,850.  The  interest  per 
annum  on  these  amounts  to  approximately  $467,000 
being  5%  of  The  Chase  and  Curtiss  and  4i/2%  on 
the  Central  Hanover.  In  addition,  our  general  ex- 
penses including  taxes,  salaries,  transfer  and  reg- 
istry fees,  and  office  expenses,  amount  to  approxi- 
mately $60,000  per  year.    This  is  a  total  of  approxi- 
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Defendants'  Exhibit  No.  3— (Continued) 
mately  $527,000  per  annum  covering  general  ex- 
penses and  interest  on  loans. 

From  the  above  it  will  be  seen  that  we  will  be 
considerably  short  of  our  requirements  for  meeting 
this  overhead. 

As  I  see  it  from  a  Corporation  viewpoint,  if  we 
are  to  carry  on,  we  should  endeavor  to  get  our 
creditors  to  declare  a  moratorium  on  interest  pay- 
ments for  possibly  two  years  with  the  understand- 
ing that,  if  there  is  income  applicable  to  pajrment 
of  such  interest,  it  will  be  paid. 

An  Agreement  on  the  part  of  the  said  creditors 
to  reduce  the  interest  on  their  loans  to  2i/^%  would 
not  see  us  through  as  the  charge  would  be  in  ex- 
cess of  our  receipts. 

Another  thing  in  connection  with  this  is  that  un- 
der the  Railroad  Company's  proposal  Preferred 
Stock  of  the  operating  company  is  to  be  distributed 
to  First  Mortgage  Bondholders  as  a  bonus  in  the 
proportions  of  25%  of  principal  amount  of  First 
Mortgage  Bonds  held  and  100%  of  1934  deferred 
interest  on  such  bonds.  As  all  of  this  stock,  as  well 
as  the  common,  is  owned  by  the  Corporation,  if 
such  an  arrangement  is  affected,  it  will  be  neces- 
sary to  call  special  meeting  of  stockholders  to  ap- 
prove it. 

M.  J.  CURRY. 

[Marginal  note]:  Noted  and  discussed  by  Mr. 
Schumacher,  2/11/35. 
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The  Western  Pacific  Railroad  Corporation 

Securities  Assignable  by  Proposed  Readjustment  of  Capitalization  of  The  Western  Pacific  Railroad  Company  and  The  Denver  &  Rio  Grande  Western  Railroad 
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Existing  Securities  and  Other  Assets  Owned 
as  of  December  31,  1934 


Company  in  Exchange  for  Existing  Securities  Oivned  and  List  of  Other  Assets  Owned  Remaining  Undisturbed 

The  Western  Pacific  Railroad  Company  The  Denver  and  Rio  Grande  Western  Railroad  Company 


Amount      Undisturbed 
The  Western  Pacific  Railroad  Co. 

(1st.  Mtg.  Bonds  5%— 1946 $11,702,000 

(Deferred  Interest— 1934  58.5,100 

Preferred  Stock 28,300,000 

Common  Stock 47,500,000     $47,500,000 

Advances   5,639,722 

The  Denver  &  Rio  Grande  RR.  Co. 

1st.  Con.  Mtg.  Bonds  4%— 1936 10,000 

The  Rio  Grande  Western  Ry.  Co. 

1st.  Con.  Mtg.  Bonds  4%— 1949 364,000 

The  D.  &  R.G.W.  Railroad  Co. 

Rfdg.  &  Imp.  Bonds  6%— 1974 1,000,000 

(General  Mtg.  Bonds  5%— 1955 3,751,875 

(Unpaid  Interest  to  1/1/35 218,855 

Preferred  Stock  6%  (Par  $100) 2,070.000 

Common  Stock  (No  Par)  Shares 150,000 

Totals $47,500,000 

Assets  Remaining — Undisturbed 

Sacramento  Nor.  Ry.— Advances 856,260 

Standard  R.  &  D.  Co.  Advances 120  000 

The  Western  Realtv  Co. 

•Capital  Stk.  3005  Shs.  (Book  Val.)....    1,500,000 
Tidewater  Sou.  Rwy.  5% 

1st.  Mtg.  Bonds— 1942 100  000 

The  D.  &  R.G.W.  RR.  Company 

Note  Receivable  (Non  Interest)  17  500 

The  Rio  Grande  Sou.  RR.  Co. 

1st.  Mtg.  Bonds  4%— 1940  (In  default)         4,000 
Equity  in  Utah  Fuel  Co.  Capital  Stk.  50,000  Shs.  (No-Par  Value) 

•  Subject  to  $788,000  loan  from  The  Western  Realty  Company. 


40% 

1st.  Mtg.  4% 

Fixed  Int. 

Bonds 

$4,680,800 


60% 
1st.  Mtg.  4% 
Adjustment 

Income  Bonds    4%  Preferred  Stock 
(Cumulative )      ( Non-Cumulative ) 


40% 

1st  Mortgage 

4%  Series  "A-' 

Bonds 


60% 
General  Income 
Mtg.  Convertible 
4%  Series  "A" 
Bds.  (Non-Cum.) 


100%  1st.  Preferred 

Convertible  Income     $5  Participatii 


Series  "A"  5% 
Notes  (Non-Cum.) 


Stock- Xo  Par 
(Shares) 


Common  Stock 
Xo  Par 
(Shares) 


^7,021,000 


Contributed  to  Reorganized  Company 
To  be  cancelled 


2,925,500—25% 
585,100—100% 


!,751,875 
218,855 


$7,021,000         $3,510,600 
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The  Western  Pacific  Railroad  Corporation 

Schedule  of  Securities  Owned  if  Proposed  Readjustment  of  Capitalization  of  the  Western  Pacific  Railroad  Company 

and  The  Denver  and  Rio  Grande  Western  Railroad  Company  Is  Effected 

Assured       Contingent 
Annual  Annual 

The  Western  Pacific  Railroad  Company  Par  Value  Interest  Interest 

First  Mortgage  Fixed  Interest  Bonds  4% $  4,680,800.00  $187,232.00 

First  Mortgage  Adjustment  Income  Bonds  4%  (Cum.)        7,021,200.00  $280,848.00 

Preferred  Stock— 4%  (non-cumulative)  Par  $100 3,510,600.00 

Common  Slock 47,500,000.00 

The  Den\'er  and  Rio  Grande  Western  Railroad  Company 

First  Mortgage,  Series  A,  Bonds  4% 149,600.00  5,984.00 

General  Income  Mtg.  Convertible  Series  A  Bonds, 

4%  (Non-Cum.) 224,400.00  8,976.00 

Convertible  Income  Series  A  Notes  5%  (Non-Cum) 3,970,730.00  198,536.50 

First  Preferred  $5  Participating  Stock— No  Par— shs.  30,700 
Common  Stock— No  Par— shs.  37,500 

Totals $193,216.00    $488,360.50 

•Interest  Charges  and  General  Expenses 

The  Chase  Chase  National  Bank  of  the  City  of 

New  York— Notes  5% $  4,186,000.00    $212,206.95 

Central  Hanover  Bank  &  Trust  Company — 

Notes  41/2% 635,000.00        28,575.00 

Curtiss  Southwestern  Company— Notes  5% 4,478,850.00      227,052.85 

Total  Interest  Expense $467,834.80 

General  Expenses ..._ 60,000.00 

Taxes  _ 2,550.00 

Total  Interest  and  General  Expenses. $530,384.80 

•  Interest  on  the  $788,000  loan  from  The  Western  Realty  Company  not  included. 

0-2/4/35 

[In  pencil  on  margin :  Balance  free  funds  in  Chase  Bank  2/1/35  $140,521.] 
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The  Western  Pacific  Railroad  Corporation 

Loans  Payable  and  Supporting  Collateral  if  Proposed  Readjustment  of 

Capitalization  of  The  Western  Pacific  Railroad  Company  and  The 

Denver  and  Rio  Grande  Western  Railroad  Company  Is  Effected 

[joans 

rhe  Chase  National  Bank  City  of  New  York $4,186,000.00 

Collateral 
51,785,600  The  W.P.R.R.Co.  1st  Mtg.  Fixed  Int.  Bonds  4% 
2,678,400  The  W.P.R.R.Co.  1st  Mtg.  Adj.  Inc.  Bds.  4%  (Cum.) 
1,339,200  The  W.P.R.R.Co.  Pfd.  Stock  4%  (Non-Cum.)  Par  $100. 
28,700  Shares  The  D&RGW  1st  Pfd.  $5.  Participating  Stock- 
No  Par — (Non-Cum.) 
3,970,730  The  D&RGW  Convertible  Income  Series ' '  A"  Notes  5% 
(Non-Cum.) 

iHentral  Hanover  Bank  &  Trust  Company $635,000.00 

I  Collateral 

Jl    496,800  The  W.P.R.R.Co.  1st  Mtg.  Fixed  Int.  Bonds  4% 
745,200  The  W.P.R.R.Co.  1st  Mtg.  Adj.  Inc.  Bds.  4%  (Cum.) 
372,600  The  W.P.R.R.Co.  Pfd.  Stock  4%  (Non-Cum.)  Par  $100. 
149,600  The  D&RGW  RR.  1st  Mtg.  Series  "  A  "  Bonds  4% 
224,400  The  D&RGW  RR.  Gen  '1.  Income  Mtg.  Convertible  Series 
"A"  Bds.  5%  (Non-Cum.) 

i|     11,248.86— Cash  on  Deposit  (Pledged) 

I"  urtiss  Southwestern  Company $4,478,850.00 

;  i  Collateral 

12,392,000  The  W.P.R.R.Co.  1st  Mtg.  Fixed  Int.  Bonds  4% 
'3,588,000  The  W.P.R.R.Co.  1st  Mtg.  Adj.  Inc.  Bds.  4%  (Cum.) 
>|l,794,000  The  W.P.R.R.Co.  Preferred  Stock  4%  (Non-Cum.)  Par  $100 

!      2,000  Shares  The  D&RGW  1st  Pfd.  $5.  Participating  Stock— 

I  No-Par  (Non-Cum.) 

300,500  The  Western  Realty  Co.— Capital  Stock— Par  $100. 
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The  Western  Pacific  Railroad  Corporation 


Present  Collateral 


Status  of  Collateral  if  Proposed  Readjustment  of  Capitalization  of  The  Westcm 

Pacific  Railroad  Company  and  The  Denver  and  Rio  Grande  "Western 

Railroad  Company  Is  Effected 


The  Chase  National  Bank 
City  of  New  York $4,186,000.00     The  W.P.R.R.Co.  1st  Mtg.  Bds.  5% 


..$4,464,000.00  40% 
60% 
25% 
100% 
100% 
100% 


The  D&RGWRR.  Co.  Rfdg.  Imp.  Mtg.  Bds.  6% 800,000.00 

The  D&RGWRR.  Co.  Gen'l.  Mtg.  Bds.  5% 3,751,875.00 

The  D&RG\VRR.  Co.  Pfd.  Stock 2,070,000.00 

Central  Hanover  Bank  &  Trust  Co 635,000.00     The  W.P.R.R.Co.  1st  Mtg.  Bds.  5% 1,242,000.00 

The  D&RGW  RR.  Co.  1st  Con.  Mtg.  Bds.  4% 10,000.00 

The  R.G.W.Ry.  1st  Con.  Mtg.  Bds.  4% 364,000.00 

Cash  on  Deposit  (Pledged) -       11,248.86 

Curtiss  Southwestern  Company 4,478,850.00     The  W.P.R.R.Co.  1st  Mtg.  Bonds  5% 5,980,000.00 


The  D&RGW  RR  Co.  Rfdg.  &  Imp.  Mtg.  Bds.  6% 
The  Western  Realty  Co.  Capital  Stk.  Par 


200,000.00 
300,500.00 


100% 
100% 


25% 
100% 
40% 


100% 

40% 
60% 
25% 
100% 
100% 


The  W.P.R.R.Co.  1st.  Mtg.  Fixed  Int.  Bds.  4% $1,785,600.00 

The  W.P.R.R.Co.  Ist.  Mtg.  Adj.  Inc.  Bds.  4%  (Cum) 2,678,400.00 

The  W.P.R.R.Co.  Preferred  Stock  4%  (Non-Cum.) 1,116,000.00 

The  W.P.R.R.Co.  Preferred  Stock  4%  (Non-Cum.)  (1934  Defr'd  Int )     223,200.00 

The  D&RGW.  RR.  1st.  Pfd.  $5  Participating  Stk.— No  Par— shares..  8,000 
The  D&RGW.  RR.  Convertible  Inc.  Series  "A"  Notes  5% 

(Non-Cum.)   3,751,875.00 

The  D&RGW.  RR.  Convertible  Inc.  Series  "A"  Notes  5% 

(Unpaid  Int.  to  1/1/35) 218,855.00 

The  D&RGW.  RR.  1st.  Pfd.  $5  Participating  Stock— No  Par— shs 20,700 

The  W.P.R.R.Co.  1st.  Mtg.  Fixed  Int.  Bds.  4% 496,800.00 

The  W.P.R.R.Co.  1st.  Mtg.  Adj.  Income  Bds.  4%  (Cum.) 745.200.00 

The  W.P.R.R.Co.  Preferred  Stock  4%  (Non-Cum.) 310,500.00 

The  W.P.R.R.Co.  Preferred  Stock 4%  (Non-Cum)  (1934  Defr'd  Int)  62,100.00 

The  D&RG\\TIR  Co.  1st  Mtg.  Series  "  A  "  Bonds  4% 4,000.00 

The  D&RGWRR  Co.  Gen'l.  Inc.  Mtg.  Convertible  Series  "A" 

Bonds  5%  (Non-Cum.) 6,000.00 

The  D&RGWRR  Co.  3st  Mtg.  Series  "A"  Bonds  4% 145,600.00 

The  D&RGWER  Co.  Gen'l.  Inc.  Mtg.  Convertible  Series  "A" 

Bonds  5%  (Non-Cum) 218,400.00 

Cash  on  Deposit  (Pledged) 11,248.86 

The  W.P.R.R.Co.  1st  JItg.  Fixed  Interest  Bonds  4% 2,392,000.00 

Tlie  W.P.R.R.Co.  1st  Mtg.  Adj.  Income  Bonds  4%  (Cum.) 3,588,000.00 

The  W.P.R.R.Co.  Preferred  Stock  4%  (Non-Cum.) 1,495.000.00 

The  W.P.R.R.Co.  Preferred  Stock  4%  (Non-Cum)  (1934  Defr'd.  Int)  299.000.00 

The  D&RGWRR  Co.  1st  Pfd.  $5  Participating  Stk.— No  Par— shares  2,000 

The  Western  Realty  Co.  Capital  Stock— Par  Value 300,500.00 
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[Stamped]:     T.M.S.  Sept.  19,  1938. 
Memorandum 

September  15,  1938 
Mr.  Schumacher: 

Re :  Cash  Condition  of  the  Corporation. 

Referring  to  our  several  discussions  recently  on 
the  above  subject. 

Have  given  serious  thought  to  question  of  econ- 
omies that  may  be  effected  in  connection  with  op- 
erations of  the  Corporation  for  the  year  1939,  and, 
as  a  result  of  such  study,  I  would  recommend,  for 
one  thing,  consideration  be  given  to  taking  over 
in  this  office  from  the  Chase  Bank,  the  work  of 
handling  transfer  of  our  stock  and  incidental  serv- 
ices in  connection  therewith. 

Attached  is  a  statement  showing  cost  of  services 
of  the  Chase  National  Bank  as  Stock  Transfer 
Agent  for  the  years  of  1926-1937  inclusive. 

Y(»u  will  note  the  total  cost  over  the  period  cov- 
ered was  $72,522.39,  an  average  per  annum  of 
$6,043.55. 

Of  this  amount,  there  are  certain  charges,  such  . 
as  stationery,  printing,  binding  and  postage,  upon 
which   no   savings   can  be   effected.     These   items 
amounted  to  $6,436.11  for  the  period,  a  per  annum 
average  of  $536.34. 

Deducting  these  charges  leaves  a  net  amount  of 
possible  net  savings  if  the  work  is  handled  in  this 
office  of  approximately  $5500  per  annum. 


1840        Western  Pacific  B.B,  Corp.,  et  al.,  vs. 

Defendants'  Exhibit  No.  3 — (Continued) 

I  am  satisfied,  after  discussing  this  with  Mr.  An- 
drews, that  he,  with  the  assistance  of  our  other 
employees,  can  take  on  this  work  and  handle  it 
efficiently  and  expeditiously.  If  we  employed  Hat- 
ton  to  do  this,  in  addition  to  his  services  as  trans- 
fer agent  for  the  Denver,  it  would  mean,  we  would 
have  to  place  him  on  some  salary  with  the  Corpora- 
tion, which  would  have  the  effect  of  further  reduc- 
ing the  possible  savings  mentioned  above. 

If  it  is  decided  to  do  the  work  in  this  office,  the 
cost  of  necessary  equipment  such  as,  bookkeeping 
records,  addressograph,  file  cabinets,  etc.  cannot 
be  estimated,  as  we  have  hesitated  to  go  into  the 
subject  with  the  officer  of  the  Chase  Bank  who  is 
in  charge  of  our  transfer  work.  If  you  feel  we 
should  contact  him  to  ascertain  all  facts  in  connec- 
tion with  this  proposal,  we  will  do  so.  This,  of 
course,  would  give  them  advance  notice  we  are  con- 
templating taking  the  work  away  from  them. 
Whether  or  not  this  would  affect  our  status  with 
the  Chase  Bank  is  a  question.  That  is  the  reason 
I  have  hesitated  to  approach  them  on  the  subject, 
as  yet. 

I  find,  the  Corporation's  By-Laws,  under  Section 
2,  Article  5,  Capital  Stock,  it  provides: 

"The  Board  of  Directors  or  Executive  Conmait- 
tee  may  provide  for  registration  and  transfer  of 
the  Capital  Stock  of  the  Corporation  of  both  classes 
in  the  City  of  New  York,  and  in  such  other  places, 
within  or  without  the  United  States  as  they  may, 
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deem  advisable  and,   for   such  purpose,   may  ap- 
point the  necessary  registrars  and  transfer  agents 
(who  may  be  either  Corporation  or  individuals), 
and  other  officers.  *  *  *" 

Under  the  above  recited  provision,  the  Board 
or  the  Executive  Committee  can  designate  who  the 
transfer  agent  may  be.  As  I  understand  it,  if  it  is 
decided  we  should  take  this  over,  we  would  simply 
have  to  notify  the  Chase  Bank,  and  the  Board  could 
designate  its  office  in  New  York  as  the  Transfer 
Office. 

Another  item  on  which  I  am  certain  we  can  effect 
a  saving,  is  rental.  Our  present  lease  expires  May 
1,  1939.  We  are  now  paying  $7,000  per  annum, 
for  approximately  2500  sq.  ft.,  over  $3.00  per  foot. 
In  the  first  place,  for  our  purposes,  we  do  not  re- 
quire that  amount  of  space.  I  feel  that  an  arrange- 
ment can  be  made  with  the  Chase  Bank  or  for 
space  in  some  other  building  in  this  vicinity,  on 
a  basis  of  $2.00  a  foot,  for  approximately  2,000  sq. 
ft.  or  $4,000  annual  rental,  which  would  be  a  re- 
duction of  $3,000  from  the  jjresent  rental. 

As  a  matter  of  information,  we  have  four  em- 
ployees on  our  Corporation  payroll  receiving  sal- 
aries as  follows: 

Per  Month  Per  Annum 

Secretary  to  President $187.50  $2,250.00 

Clerk-Accountant  216.66  2,600.00 

Stenographer  67.50  810.00 

Telephone  Operator  55.00  660.00 

$526.66  $6,320.00 
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Assuming  we  take  over  the  transfer  work  and 
that  we  will  be  successful  in  arranging  for  suffi- 
cient office  space  at  a  lesser  cost,  these  two  items 
will  result  in  approximate  saving  of  $8500  per 
year. 

We  are,  and  have  been,  for  several  years,  very 
watchful  of  the  exjoense  of  operation  of  this  office, 
and,  in  my  opinion,  it  has  been  kept  to  the  mini- 
mum. This,  of  course,  we  will  continue  to  do  and 
should  any  other  means  of  further  reducing  the 
cost  be  discovered,  we  will  take  advantage  of  it. 

Another  means  of  reducing  the  cost  of  operations 
is  to  endeavor  to  get  the  Operating  Company  to 
bear  a  larger  proportion  of  the  salaries  paid  to 
our  employees.     The  division  of  the  total  salaries 
paid  at  present  is  approximately  52%  by  the  Cor- 
poration and  48%  by  the  Company.    These  percent- 
ages, in  my  opinion,  should  be  changed,  for  the  rea- 
son that  a  greater  portion  of  time  and  labor  by| 
such  employees  is  being  given  to  Railroad  Com-i 
pany  matters.    We  feel  the  proper  division  should] 
be  75%  Company  and  25%  Corporation.     As  you| 
will  note  from  statement  above  of  salaries  paid, 
the  total  for  four  employees  is  $6320.00  per  annum, 
which,  I  am  sure  you  will  agree,  is  not  comparable] 
to  salaries  paid  generally  in  other  Railroad  offices] 
for  similar  work. 

Consideration  should  also  be  given  to  the  Rail- 1 
road  Comi^any  paying  a  greater  share  of  the  rental. 
I  would  suggest,  it  be  divided  in  the  same  manner 
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as  suggested  for  the  salaries,  that  is,  25%  by  the 
Corporation  and  75%  by  the  Company. 

I  will  discuss  with  you  further  at  your  conven- 
ience. 

M.  J.  CURRY. 
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The  Chase  National  Bank  of  the  City  of  New  York 

Charges  as  Transfer  Agent,  Common  and  Preferred  Stocks  of  The  Western  Pacific  Railroad  Corporation 


Annual  fee  

Excess  certificates  issued 

Excess  accounts  maintained 5, 

Sealing  certificates 

X  Stationery,  printing  and  binding 

X  Registered  mail  and  postage 

Annual  report — mailing 

Annual  report — postage  

Annual  meeting — list  

Annual  meeting — proxies 

X  Annual  meeting — postage 

Special  meeting — list 

Special  meeting — proxies 

X  Special  meeting — postage  

Extra  list  charges 

Dividend  services 

Total  Cost  handled  by  the  Chase  Banlt $ia 

Savings  that  might  be  effected  if  handled 

in  this  office $  9^ 

X  Charges  upon  which  no  savings  can 

be  effected  

• — 1  year. 
t — 3  years. 


Total  for 

Average  for 

1926 

1927 

1928 

1929 

1930 

1931 

1932 

1933 

1934 

1935 

1936 

1937 

12  rears, 
1926/37  inc. 

12  ^T.  period, 
1926/37  inc. 

$  500.00  $  500.00 

$  500.00  $ 

500.00  $ 

500.00 

$  500.00  $ 

500.00  i 

i  500.00  $ 

:  500.00  $ 

:  500.00  i 

i  500.00 

$  500.00 

$  6,000.00 

$  500.00 

2,229,75 

3,176.75 

957.25 

1,051.50 

771.50 

633.00 

615.00 

1,264.95 

2,115.40 

1,106.00 

1,310.05 

1,639.05 

16,870.20 

1,405.85 

5,096.99 

3,899.24 

3,460.12  ; 

3,155.25  : 

2,971.00 

2,882.25 

2,923.51 

2,378.84 

2,212.44 

2,188.99 

2,137.89 

2,061.50 

35,368.02 

2,947.34 

17.50 

17.50 

8.75 

25.20 

7.00 

10.50 

31.50 

117.95 

9.83 

576.85 

110.41 

162.38 

52.72 

70.88 

42.81 

33.59 

72.57 

112.89 

66.32 

107.47 

74.99 

1,483.88 

123.66 

142.12 

94.05 

24.89 

30.95 

74.69 

67.00 

74.76 

49.54 

49.91 

43.55 

57.49 

50.03 

758.98 

63.25 

172.00 

178.75 

145.75 

188.25 

121.00 

115.50 

121.00 

123.75 

126.50 

129.25 

123.75 

121.00 

1,666.50 

138.88 

163.14 

162.87 

237.42 

213.43 

194.99 

207.20 

194.36 

202.55 

205.47 

210.60 

202.46 

195.84 

2.390.33 

199.19 

137.50 

137.50 

127.50 

56.25 

53.75 

52.50 

55.00 

210.95 

210.93 

215.63 

206.25 

207.86 

1.671.62 

139..30 

242.50 

175.00 

175.00 

175.00 

175.00 

175.00 

175.00 

140.63 

123.75 

126.50 

122.00 

119.25 

1,92463 

160.39 

110.02 

109.27 

101.25 
28.00 

150.00 

171.64 
81.00 

124.71 

133.53 

127.79 

128.79 

130.91 

125.71 
215.63 
152.75 
266.40 

122.90 
5.00 

1,536.52 
215.63 
152.75 
266.40 
114.00 

128.04 
17.97' 
12.73* 
22.20* 
9.50 

932.25 

818.58 

234.15 

5,811.28  $■ 

4,724.75  $ 

5,538.35  i 

f5,128.92 

1,984.98 
$72,522.39 

165.42-I- 

.$10,303.12 

$9,362.42 

$6,153.71  $: 

5,590.85  $5,202.95 

$4,799.97  $4,834.50  $5,071.57  $, 

$6,043.55 

.$  9,310.99  $8,885.82  $5,627.77  $5,143.75  $4,690.75 

$4,358.25  $4,398.26  $4,619.12  $5,314.22  $4,273.37  .$4,778.82  $4,685.16 

$66,086.28 

$5,507.19 

.$  992.13  $  476.60  $  .525.94  $ 

447.10  $ 

512.20 

$  441.72  $ 

436.24  $ 

452.45  $ 

497.06  $ 

451.38  $ 

759.53  $  443.76 

$  6,436.11 

$  536.34 
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[Stamped] :     T.M.S.  Sept.  21,  1938. 
Memorandum 
New  York,  September  20,  1938. 
Mr.  Schumacher: 

Referring  to  my  memorandum  September  15th 
re  cash  condition  of  the  Corporation  and  comments 
therein,  relative  Railroad  Company  bearing  a  larger 
share  of  salaries  of  our  joint  employees: 

Your  salary,  as  Trustee  and  Chairman  of  the 
Executive  Committee,  being  fixed  by  the  Court  at 
$15,000  per  annum  cannot  be  changed.  All  others 
employed  in  this  office  (with  one  exception  men- 
tioned below),  including  myself,  are  on  the  payrolls 
of  the  Company  and  the  Corporation. 

Mr.  James,  Chairman  of  the  Board,  is  on  Com- 
pany payroll  at  $5,000  per  annum,  nothing  from 
the  Corporation. 

Pierce  &  Greer,  Counsel,  are  on  the  payrolls  for 
$10,000  per  annum  divided  50/50  between  the  Cor- 
poration and  Company. 

We  have  one  employee,  Miss  O'Neill,  on  Com- 
pany payroll  at  $1,560  per  annum,  does  not  receive 
any  salary  from  the  Corporation. 

In  line  with  recommendation  in  memo  referred 
to,  I  show  below  the  names,  salaries  paid  by  Com- 
pany and  Corporation  at  present,  what  they  would 
amount  to  if  divided  on  basis  of  75%  Company  and 
25%  Corporation,  and  the  totals.    It  will  be  noted 
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the  salaries  paid  now  by  the  Company  amount  to 
$10,700  per  annum,  whereas,  under  arrangement 
suggested  this  w^ould  be  increased  to  $16,815,  a 
net  increase  in  the  Company  payroll  of  $6,115  per 
annum. 

I  cannot  help  feeling  that  under  the  conditions 
existing  at  the  present  time  which  will,  no  doubt, 
continue  through  1939  and  possibly  beyond  that, 
the  division  of  these  salaries  on  basis  suggested  is 
justified.  If  you  agree,  it  might  be  well  to  take 
the  question  up  with  Mr.  Ehrman  to  ascertain  if 
he  is  willing  to  join  you  in  instructing  Mr.  Elsey  to 
arrange  accordingly. 

Present  Proposed 

Company    Corpn.  Company  Corpn.  Total 

M.  J.  Curry $  4,500     $  5,400  $  7,425     $  2,475  $  9,900 

C.  E.  Andrews 2,420        2,600  3,765        1,255  5,020 

W.  C.  Mittelberg....     2,070        2,250  3,240        1,080  4,320 

M.  C.  Valouch 930           810  1,305           435  1,740 

C.  C.  Sheehan 780           660  1,080           360  1,440 

$10,700     $11,720    $16,815     $  5,605     $22,420 
%  of  Total 47.73        52.27        75.  25. 

M.  J.  CURRY. 


O^i 
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Memorandum 
New  York,  September  21,  1938. 
Mr.  Schumacher: 
Your  memorandum  attached : 

As  a  partial  offset  to  proposed  increase  in  Com- 
pany payroll  of  $6,115  per  annum,  we  feel  certain 
a  saving  can  be  effected  beginning  May  1,  1939,  in 
our  rental.  Our  present  lease  with  the  Chase  Bank 
is  on  basis  $7,000  per  annum  divided  50/50  be- 
tween Corporation  and  Com^jany.  We  have  ap- 
proximately 2500  sq.  ft.  of  space,  more  than  we 
actually  need.  When  question  of  renewal  comes 
up  it  is  my  jiurpose  to  request  reduction  in  rental 
to  approximately  $4,000  per  annum;  failing  in  that 
we  can,  no  doubt,  secure  desirable  and  adequate 
space  in  some  other  building  at  that  rental.  If 
proposed  basis  of  dividing  rental  is  arranged,  that 
is,  75%  to  be  paid  by  the  Company  and  25%  by 
the  Corporation,  this  change  in  rental  will  result 
in  a  saving  of  $3,000,  or  $2,500  to  the  Corporation 
and  $500  to  the  Company,  over  what  it  is  costing 
at  the  present  time.  Applying  this  saving  to  the 
proposed  increase  in  payroll  of  $6,115  per  annum, 
would  result  in  a  net  total  increase  in  cost  of  op- 
eration of  this  office  of  $5,615  per  annum. 

So  far  as  effecting  any  savings  in  our  general 
expenses  is  concerned,  I  don't  believe  anything 
more  can  be  done  as  we  are  now  and  have  been  for 
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several  years  watching  these  expenses  closely  and 
have  brought  them  down  to  the  minimum. 

Below  is  a  recapitulation  of  expenses  for  8 
months  of  this  year,  January  1  -  August  31,  1938,  in- 
clusive : 

%  of  Total 

Salaries  of  officers  and  clerks $24,522.97  78.08 

Travelling  expenses 2,306.04  7.34 

Stationery  and  printing 107.06  .34 

Transfer  and  registry 1,194.38  3.80 

Fees — Executive  Committee 

meetings 60.00  .19 

General  expenses 437.12  1.39 

Rent    : 2,333.36  7.44 

Miscellaneous  445.66  1.42 

Total , $31,406.59  100.00 

An  average  of  approximately  $4,000  per  month. 

As  will  be  seen  from  the  above — outside  of  sal- 
aries, rent,  transfer  and  registry  charges  and  trav- 
elling expenses,  our  "general  and  miscellaneous  ex- 
pense" amounts  to  approximately  $130  per  month. 

Included  in  item  "General  and  miscellaneous  ex- 
pense" are  the  following  charges:  telephone,  tele- 
graph, stationery,  printing.  Executive  Committee 
fees,  postage,  subscriptions  (Official  Guide,  Stand- 
ard Statistics  service.  Poor's  Railroad  Manual, 
Moody's  Industrial  Manual  and  other  railway  pub- 
lications), etc. 

Transfer  and  registry  charges  cover  services  of 
the  Chase  Bank  and  Central  Hanover  Bank  in  con- 
nection with  payment  of  interest  on  our  outstand- 
ing  Trustees'   and   Equipment   Trust   Certificates. 
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It  is  my  understanding  that  while  the  Company  is 
undergoing  reorganization,  in  order  to  avoid  possi- 
bility of  some  creditor  stepping  in  and  taking  any 
funds  that  might  be  on  deposit  here  in  New  York 
to  the  credit  of  the  Railroad  Company,  it  was  de- 
cided to  designate  these  banks  as  the  Paying  Agents 
on  the  certificates.  The  same  situation  exists  so 
far  as  the  D&RGW  is  concerned.  The  Trustees 
have  designated  the  Chase  Bank  as  the  Paying 
Agent  on  their  certificates  rather  than  the  office  of 
Hatton,  Assistant  Secretary  and  Assistant  Treas- 
urer. 

When  the  first  issue  of  $3,000,000  Trustees'  Cer- 
tificates was  sold,  question  of  payment  of  the  prin- 
cipal and  interest  at  maturity  was  the  subject  of 
correspondence  between  you  and  Mr.  Ehrman.  In 
Mr.  Ehrman 's  letter  to  you  of  November  12,  1936, 
he  stated: 

"In  this  connection,  we  will  also  have  to  make 
arrangements  for  the  payment  of  outstanding  cer- 
tificates when  they  come  in  on  January  2nd.  I 
doubt  whether  we  have  the  facilities  at  the  office  to 
take  care  of  this  and  would  suggest  that  it  be  put 
in  the  hands  of  some  bank  or  trust  company  to 
whom  we  could  refer  certificate  holders  who  pre- 
sent the  certificates  for  payment." 

In  your  reply  to  Mr.  Ehrman,  you  stated: 

"*  *  *  ,  as  the  major  amount  of  such  certificates 
are  held  here  in  the  east,  it  might  be  desirable  to 
have  them  presented  to  The  Chase  National  Bank 
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of  the  City  of  New  York,  as  Agent,  for  payment 
and  they  in   turn   can   handle   with   the   Crocker 
Bank.  *  *  *   " 

M.  J.  CURRY. 


[Stamped]:     T.M.S.  Sept.  26,  1938. 
Memorandum 
New  York,  September  23,  1938 
Mr.  Schumacher: 

V/ith  further  reference  to  question  of  the  Rail- 
road Company  bearing  a  larger  share  of  salaries 
of  joint  employees: 

As  requested,  I  show  below  figures  based  on  the 
division  of  salaries  and  rental  of  6Q%%  Company 
and  33%%  Corporation,  instead  of  75%  and  25%, 
respectively,  as  suggested  in  my  memo  20th. 

Present  Proposed 

Company    Corpn.    Company  Corpn.       Total 

M.  J.  Curry $  4,500  $  5,400  $  6,600  $  3,300  $  9,90( 

C.  E.  Andrews 2,420  2,600  3,347  1,673  5,02( 

W.  C.  Mittelberg....     2,070  2,250  2,880  1,440  4,32( 

M.  C.  Valouch 930  810  1,160  580  1,74( 

C.  C.  Sheehan 780  660  960  480  1,44( 

$10,700    $11,720     $14,947     $  7,473     $22,42( 
%  of  Total 47.73        52.27        66%         331/3 

It  will  be  seen  that  if  the  Company  takes  ovei 
the  salaries  of  these  joint  employees  on  the  sug- 
gested percentages,  66y^  Company  and  33%  Cor- 
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poration,  it  will  result  in  an  increase  in  the  Com- 
pany's New  York  Office  payroll  of  $4,247  per  an- 
num. 

If  reduction  in  rental  can  be  effected,  as  sug- 
gested, this  would  result  in  a  saving  in  this  item, 
on  basis  percentages  above-mentioned,  of  $834,  mak- 
ing a  total  increase  to  be  assumed  by  the  Company 
of  $3,413  per  annum. 

M.  J.  CURRY. 

Memorandum 
New  York,  November  28,  1938 
Mr.  Schumacher: 

After  payment  of  salaries,  checks  for  which  are 
enclosed  for  your  signature,  it  will  leave  a  balance 
on  deposit  with  the  Chase  Bank  of  $3,472.88.  We 
have  on  hand  unpaid  bills  amounting  to  $972.28, 
as  follows: 

Chase  National  Bank— Rent  and  Light $597.99 

Chase  National  Bank,  Services 120.11 

N.  Y.  Trust  Co.,  Services 40.35 

N.  Y.  Telephone  Co.,  Phone 143.48 

Pioneer  Warehouses,  Rent 46.80 

Towels    7  20 

^'at'^i^   5.92 

Miscellaneous    ]0.53 

$972.28 
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I   don't  believe  it  is  worth  while   to   withhold 

payment  of  these  bills  as  the  amount  is  only  $972. 

However,  I  should  like  to  have  your  advice. 

If  paid,  it  will  leave  balance  in  Chase  of  $2,500.60. 

M.  J.  CURRY. 

[Marginal  Note] :     O.K.— T.M.S. 

[Endorsed]:     Filed  Feb.  4,  1949. 
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Memorandum 

New  York,  January  11,  1941     ' 

Mr.  Schumacher: 

In  re  subject  attached  letter  from  Col.  Coulson:  J 
As  you  know^,  this  question  has  been  in  our  minds 
for  a  long  time  and,  at  meeting  of  the  Board  sev- 
eral months  ago,  I  mentioned  it  to  Mr.  Olyphant 
of  the  Central  Hanover,  and  handed  him  a  state- 
ment (copy  attached)  showing  allocation  of  new 
securities,  under  the  approved  ICC  reorganization 
plans  for  the  Western  Pacific  and  the  D&RGW,  in 
lieu  of  securities  now  pledged  under  loan  with  his 
bank,  which  he  said  he  would  be  glad  to  study  and, 
later  on,  discuss  the  matter  of  possible  release  of 
the  $11,248  pledged  cash.  I  pointed  out  to  him  that 
the  Corporation  had  been  carrying  on,  during  the 
past  few  years,  through  borrowing  funds  from  The 
Western  Realty   Company    (wholly-owned   subsid- 
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iary),  the  entire  stock  of  which  is  pledged  under 
loan  with  the  Curtiss  Southw^estern  Company — the 
latter  company  having  consented  to  such  borrow- 
ing in  each  instance;  that  it  seemed  to  me  the  Cen- 
tral Hanover  loan  was  in  far  better  shape  collater- 
ally than  those  with  the  Chase  Bank  and  the  Cur- 
tiss Southwestern  Company  and  I  felt  that  under 
all  the  circumstances  the  Central  Hanover  could 
very  well  release  the  cash  to  the  Corporation,  to 
enable  it  to  meet  its  current  operating  expenses. 

I  have  heard  nothing  further  from  him,  neither 
have  I  broached  the  subject  since,  my  thought  being 
that  at  the  first  meeting  of  our  Board  I  would  again 
take  it  up  with  him. 

In  view  of  Mr.   Coulson's  suggestion,  however, 
perhaps  we  should  take  it  up  formally,  by  letter. 
Will  discuss  this  with  you  at  your  convenience. 
/s/  M.  J.  C. 

[Marginal  Note]:     Discussed  1/13/41. 
[Stamped] :     T.M.S.  Jan.  13,  1941. 
[Endorsed] :     Filed  Feb.  4,  1949. 
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January  14,  1941. 
Mr.  Robert  E.  Coulson 
40  Wall  Street 
New  York,  N.  Y. 

Dear  Mr.  Coulson: 

I  have  3^our  letter  of  the  10th  instant,  suggesting 
some  investigation  be  made  of  the  status  of  the  cash 
which  this  Corporation  has  on  deposit  in  the  Cen- 
tral Hanover  Bank,  pledged  to  secure,  in  part,  our 
loan,  before  further  advance  from  the  Western 
Realty  Company  to  the  Corporation  is  made. 

The  principal  of  the  demand  note  of  this  Cor- 
poration held  by  the  Central  Hanover  Bank  &  Trust 
Company,  dated  May  25,  1932,  is  $635,000.  Interest 
rate  was  originally  5%;  however,  as  of  February 
1,  1935,  the  rate  was  reduced  to  4^/2 %•  This  was 
brought  about  through  conference  our  Treasurer, 
Mr.  Curry,  had  with  Mr.  Olyphant,  Vice  President 
of  Central  Hanover,  and  in  accordance  with  resolu- 
tion adopted  at  meeting  of  Board  of  Directors  on 
January  10,  1935,  which  resolution  was  as  follows: 

"Resolved,  that  the  Directors  of  the  Corporation 
are  of  the  opinion  that  it  is  for  the  best  interest  of 
the  Corporation  to  have  $40,000  of  said  deposit  of 
$51,248.86  applied  by  the  Central  Hanover  Bank 
and  Trust  Company  in  part-payment  of  said  loan 
of  $675,000  and  the  officers  are  directed  to  use  their 
best  efforts  to  induce  said  bank  to  make  application 
of  said  amount  and  to  also  endeavor  to  secure  a 
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reduction  of  1%  in  the  present  rate  of  5%  for  said 
loan." 

Our  records  indicate  that  at  the  aforementioned 
conference  Mr.  Olyphant  inquired  if  we  had  ap- 
proached our  other  two  creditors  (Chase  Bank  and 
Curtiss  Southwestern)  with  like  request,  and  state- 
ment was  made  that  we  had  not,  for  the  reason  that 
their  loans  were  not  as  well  collaterated  as  the  Cen- 
tral Hanover  loan  and  that  therefore  a  reduction 
from  the  5  %  rate  would  seem  to  be  fair  and  reason- 
able. 

The  question  you  raise  has  been  in  our  minds  for 
a  long  time  and,  at  a  meeting  of  the  Board,  several 
months  ago,  Mr.  Curry  mentioned  it  to  Mr.  Oly- 
phant and  handed  him  a  statement  (copy  attached, 
revised  to  December  31,  1940),  showing  allocation 
of  new  securities  under  the  approved  ICC  reor- 
ganization plans  for  the  Western  Pacific  and  the 
D&RGW  in  lieu  of  securities  now  pledged  with 
Central  Hanover.  Mr.  Olyphant  stated  he  would 
be  very  glad  to  study  it  and,  later  on,  discuss  with 
us  the  matter  of  possible  release  of  the  $11,248 
pledged  cash.  It  was  pointed  out  to  him  that  the 
Corporation  had  been  carrying  on,  during  the  past 
several  years,  through  borrowing  funds  from  the 
Western  Realty  Company,  the  entire  stock  of  which 
is  pledged  under  loan  with  Curtiss  Southwestern 
Company — that  company  having  consented  to  such 
borrowing  in  each  instance ;  that  it  seemed  to  us  the 
Central  Hanover  loan  was  in  much  better  shape  col- 
laterally than  those  of  the  other  two  cerditors  and 
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we  felt,  under  all  the  circumstances,  the  Central 
Hanover  should  be  willing  to  release  the  cash  to 
the  Corporation  to  help  meet  current  operating  ex- 
penses. 

However,  the  question  has  not  been  pursued  fur- 
ther for  the  reason  we  have  felt  the  Central  Han- 
over had  a  right  to  hold  this  cash  as  part  collateral 
under  the  loan,  which  has  been  in  default  since 
January,  1934.  Aside  from  this,  it  is  my  judgment 
it  is  not  opportune  at  this  time  to  take  this  up  with 
Central  Hanover,  as  I  feel  they  would  turn  it  down, 
and  I  prefer  to  allow  it  to  remain  ''as  is"  until 
actual  necessity  arises,  when  the  Western  Realty 
Company's  cash  resources  may  not  be  sufficient  to 
permit  of  further  loans  to  the  Corporation. 

Yours  very  truly, 

/s/  T.  M.  SCHUMACHER. 

bcc.  Mr.  F.  C.  Mcodemus,  Jr. 
[Endorsed] :    Feb.  4,  1949. 
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(For  Identification  Only) 

Whitman,  Ransom,  Coulson  &  Goetz 
40  Wall  Street,  New  York 

August  7,  1941 
Mr.  T.  M.  Schumacher, 
The  Western  Pacific  Railroad  Corporation, 
37  Wall  Street, 
New  York,  N.  Y. 

Dear  Mr.  Schiunacher : 

Since  1936  there  has  been  advanced  to  The  West- 
ern Pacific  Railroad  Corporation  something  over 
$200,000  by  the  Western  Realty  Company.  The 
stock  of  the  Western  Realty  Company  is  all  held 
by  Curtiss  Southwestern  Company  as  collateral  for 
an  under-col later alized  loan  which  is  in  default. 
The  advances  have  been  made  possible  by  formal 
consents  given  by  the  Curtiss  Southwestern  Com- 
pany to  such  advances.  During  the  lifetime  of  Mr. 
James  these  advances  represented  no  problem  in 
view  of  the  ownership  of  the  Curtiss  Southwestern 
Company.  Today  all  the  stock  in  Curtiss  South- 
western Company  is  held  by  the  executors  under  the 
wills  of  Mr.  James  and  of  Mrs.  James. 

We  have  given  consideration  to  the  question 
whether  we  could  properly  advise  the  executors  to 
consent  to  the  continuance  of  such  advances.  We 
find  no  basis  upon  which  we  may  properly  give 
such  advice. 


1860        Western  Pacific  R.R.  Corp.,  et  al.,  vs. 

As  you  know,  Curtiss  Southwestern  Company  is 
one  of  three  secured  creditors  of  The  Western  Pa- 
cific? Railroad  Corporation,  the  other  two  being  The 
Chase  National  Bank  of  the  City  of  New  York  and 
the  Central  Hanover  Trust  Company.  It  is  pos- 
sible that  some  plan  could  be  worked  out  for  co- 
operation between  the  three  secured  creditors  in 
providing  The  Western  Pacific  Railroad  Corpora- 
tion with  needed  funds  on  the  basis  of  which  some 
favorable  recommendation  might  be  made  to  the 
executors  of  the  James'  estates.  We  suggest  that 
you  get  in  touch  with  the  other  secured  creditors 
as  promptly  as  you  can  and  obtain  their  views  as 
to  the  situation. 

Sincerely  yours, 

/s/  ROBERT  E.  COULSON. 

[Stamped]:    T.M.S.  Aug.  13,  1941. 

[Stamped] :  The  Western  Pacific  Railroad  Cor] 
poration — Received  Aug.  11,  1941. 
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May  20,  1943. 

Messrs.  Pierce  &  Greer 
40  Wall  Street 
New  York,  N.  Y. 

Att.  Mr.  H.  Brua  Campbell 

Dear  Mr.  Campbell : 

The  enclosed  copies  of  letters  from  Tri-Conti- 
nental  Corporation,  this  city,  explain  themselves. 

Will  yon  please  advise  as  to  nature  of  reply  that 
should  be  made. 

In  this  connection,  I  refer  you  to  your  letter 
dated  May  21,  1942,  to  Lybrand,  Ross  Bros.  & 
Montgomery  (copy  to  me)  having  reference  to 
question  of  whether  this  Corporation  is  subject  to 
New  York  State  franchise  tax.  The  opinion  ex- 
pressed therein,  it  seems  to  me,  may  also  serve  as 
an  answer  to  the  inquiry  from  Tri-Continental. 

Yours  very  truly, 

/s/  M.  J.  CURRY. 

[Marginal  Note]:  Mr.  Campbell  suggested  we 
make  reply  stating  that  the  corp.  does  not  file  N.  Y. 
State  Franchise  Tax. 

/s/  M.  J.  C. 

5/24/43. 

[Endorsed]  :  Filed  Feb.  8, 1949. 
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Whitman,  Ransom,  Coulson  &  Goetz 
40  WaU  Street,  New  York 

May  18,  1944 
Mr.  M.  J.  Curry,  Vice  President, 
Western  Pacific  Railroad  Company, 
37  Wall  Street, 
New  York,  N.  Y. 

Dear  Sir: 

You  have  inquired  as  to  the  possible  liability  of 
The  Western  Pacific  Railroad  Corporation  for  fu- 
ture franchise  taxes  in  the  State  of  New  York  in 
view  of  the  prospective  changes  to  be  occasioned  by 
the  reorganization  of  The  Western  Pacific  Railroad 
Company  and  the  transfer  of  the  capital  stock  of 
the  Railroad  Company  to  the  Reorganization  Com- 
mittee. 

We  understand  that  you  have  heretofore  been 
advised  by  counsel  that  your  corporation  was  not 
subject  to  any  State  franchise  taxes  under  then 
existing  laws  and  decisions,  in  the  light  of  its  ac- 
tivities in  New  York  State. 

However,  since  such  advice  was  given,  the  New 
York  State  franchise  tax  laws  have  been  substan- 
tially changed  by  enactments  at  the  1944  Session  of 
the  Legislature,  and,  in  particular,  by  Chapter  415 
of  the  Laws  of  1944,  effective  March  31,  1944. 

From  the  present  point  of  view  of  The  Western 
Pacific  Railroad  Corporation,  the  most  significant 
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change  effected  by  Chapter  415  of  the  Laws  of  1944 
is  a  new  definition  of  "doing  business"  in  New 
York  State,  for  purposes  of  franchise  taxation. 
Prior  to  the  enactment  of  Chapter  415  of  the  Laws 
of  1944,  the  provision  xinder  which  The  Western 
Pacific  Railroad  Corporation  was  deemed  not  to  be 
doing  business  in  the  State  for  franchise  tax  pur- 
poses (Subdivision  6,  Section  188,  Tax  Law)  read 
as  follows : 

"The  holding  of  real  property  in  this  state 
by  a  foreign  corporation  shall  be  deemed  to 
be  doing  business  in  this  state  within  the  mean- 
ing of  this  article,  but  a  foreign  corporation 
shall  not  be  deemed  to  be  doing  business  in  this 
state,  for  the  purposes  of  this  aii:icle,  solely  by 
reason  of  (a)  having  office  furniture  and  fix- 
tures in  this  state,  or  (b)  the  maintenance  of 
cash  balances  with  banks  or  trust  companies  in 
this  state,  or  (c)  the  ownership  of  shares  of 
stock  or  securities  kept  in  this  state,  if  pledged 
as  collateral  security,  or,  if  deposited  with  one 
or  more  banks  or  trust  companies,  or  with 
brokers,  who  are  members  of  a  recognized  se- 
curity exchange,  in  safekeeping  or  custody  ac- 
counts, or  (d)  the  taking  of  any  action  by  any 
■  such  bank  or  trust  company  or  broker,  wliich 

I  is  incidental  to  the  rendering  of  safekeeping  or 

custodian  service  to  such  corporation,  or   (e) 
any  combination  of  the  foregoing  activities." 

The  provision  in  the  new  franchise  tax  laws  (Tax 
•[  Law,  Section  209  (4))  whicli  replaces  Section  188, 
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subdivision  6,  reenacts  substantially  the  above- 
quoted  provision  except  that  the  words  which  we 
have  underscored  above  were  omitted  in  the  new 
enactment.  The  omission  of  clause  (a)  ^ ^ having 
of&ee  furniture  and  fixtures  in  this  state"  was  un- 
doubtedly intended  to  bring  under  the  provisions 
of  the  New  York  statute  all  foreign  corporations 
maintaining  offices  of  their  own.  in  the  State  of 
New  York,  and  we  would  anticipate  that  the  main- 
tenance of  an  office  by  The  Western  Pacific  Rail- 
road Corporation  in  the  State  of  New  York,  after 
the  effective  date  of  the  new  statute  for  such  pur- 
poses, would  subject  the  Corporation  to  New  York 
State  franchise  taxes. 

Although  the  new  law  was  effective  as  of  March 
31,  1944,  under  its  provisions  a  company,  thereto- 
fore deemed  not  to  be  doing  business  in  New  York 
State  under  the  prior  law,  but  deemed  to  be  doing 
business  in  New  York  State  under  the  provisions  of 
the  new  law,  would  not  incur  liability  for  tax  prior 
to  the  tax  period  commencing  November  1,  1944. 
The  President  of  the  Tax  Commission  stated  thej 
position  of  the  Tax  Commission  as  follows:  (Para- 
graph 13,028-B,  Prentice-Hall,  State  and  Local  TaxJ 
Service) : 

"  *  *  *  For  example,  a  corporation  on  the! 
calendar  year   basis   which   would   be   deemed 
to  have  commenced  doing  business  in  the  state 
on  the  effective  date  of  the  new  law  would  not] 
incur  liability  for  tax  under  the  new  law  un- 
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less  it  continued  doing  business  in  the  state 
after  October  31,  1944  *  *  *" 
It  is  our  opinion  that,  if  The  Western  Pacific 
Railroad  Corporation  continues  to  maintain  an  of- 
fice in  New  York  State  and  continues  its  business 
activities  as  heretofore,  after  October  31,  1944,  it 
will  thereby  subject  itself  to  the  provisions  of  the 
New  York  State  franchise  tax  laws. 

If  you  have  any  other  questions  in  connection 
with  these  problems,  we  should  be  glad  to  advise 
you. 

Very  truly  yours, 

WHITMAN,  RANSOM, 
COULSON  &  GOETZ. 

[Stamped] :  Received  May  23,  1944,  Western 
Pacific  Railroad  Co. 


May  23,  1944. 
Mr.  F.  C.  Nicodemus,  Jr. 
Messrs.  Pierce  &  Greer 
40  Wall  Street 
New  York  5,  N.  Y. 

Dear  IMr.  Nicodemus : 

Herewith  is  copy  of  letter  dated  May  18th,  from 
Messrs.  Whitman,  Ransom,  Coulson  &  Goetz,  Tax 
Counsel  of  the  Railroad  Company,  which  is  self- 
explanatory. 

As  we  are  anxious  to  avoid  payment  of  the  tax 
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in  question,  which  will  begin  to  accrue  as  of  No- 
vember 1,  1944,  it  will  be  appreciated  if  you  will 
advise  what,  if  anything  should  be  done  to  accom- 
plish this  result,  or,  in  any  event,  to  enable  us  to 
pay  a  minimum  tax. 

Yours  very  truly, 

/s/  M.  J.  CURRY. 

[Marginal  Note] :  MVC  to  note  /s/  M.  J.  C. 
Noted  /s/  M.  C.  V. 


Pierce  &  Greer 

40  WaU  Street 

New  York  5,  N.  Y. 

June  14, 1944. 
Mr.  M.  J.  Curry,  President 
The  Western  Pacific  Railroad  Corporation 
37  Wall  Street 
New  York  5,  N.  Y.  - 

Dear  Mr.  Curry :  .1 

This  will  serve  as  a  tardy  acknowledgment  of 
your  letter  to  me  of  May  23,  1944,  enclosing  opinion 
from  Messrs.  Whitman,  Ransom,  Coulson  &  Goetz, 
in  respect  of  the  recently  enacted  New  York  State 
franchise  tax. 

I  understand  that  this  tax  liability  does  not  begin 
to  accrue  until  November  1,  1944,  by  which  time  we 
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are  hopeful  of  disposing  of  our  controversy  with 
Mr.  Buckland.  In  any  event  I  think  it  will  be 
necessary  to  make  this  payment  in  order  to  enable 
The  Westena  Pacific  Railroad  Corporation  to  func- 
tion at  least  through  the  present  calendar  year. 

Yours  very  truly, 

/s/  F.  C.  NICODEMUS,  JR. 

[Stamped]:     Received  June  15,   1944,  Western 
Pacific  Railroad  Co. 


October  5,  1944. 
Messrs.  Pierce  &  Greer 
40  Wall  Street 
New  York  5,  N.  Y. 

Attention  Mr.  P.  C.  Nicodemus,  Jr. 

Dear  Mr.  Nicodemus : 

Referring  to  our  exchange  of  letters  in  May  and 
June,  last,  in  re.  New  York  State  Franchise  tax: 

As  this  tax  will  begin  to  accrue  as  of  November 
1,  1944,  and  the  first  report  is  due  May  15,  1945, 
and  the  tax  shown  by  such  report  is  payable  one- 
half  at  time  of  filing  report  and  one-half  on  or 
before  the  succeeding  November  15th,  I  am  again 
calling  it  to  your  attention  with  request  for  advice 
as  to  what  can  be  done  to  avoid  payment,  in  view 
of  conditions  surrounding  the  Corporation  at  this 
time. 
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Do  you  feel  it  would  be  desirable  to  address  a 
letter  to  Mr.  Rollin  Browne,  State  Tax  Commis- 
sioner, at  Albany,  stating  the  facts,  and  request  a 
waiver  of  the  obligation  under  the  new  law  in  be- 
half of  the  Corporation?  If  you  do,  will  you  please 
let  me  have  draft  of  such  a  letter. 

Yours  very  truly, 

/s/  M.  J.  CURRY. 

[Marginal  Notes] :  President,  State  Tax  Commis- 
sion.— MCV  to  note  and  re- 
turn /s/  M.  J.  C. 
Noted. 


Pierce  &  Greer 

40  Wall  Street 

New  York  5,  N.  Y. 

October  11, 1944. 
Mr.  M.  J.  Curry,  President 
The  Western  Pacific  Railroad  Corporation 
37  WaU  Street 
New  York  5,  N.  Y. 

Dear  Mr.  Curry : 

Mr.  Nicodemus  asked  me  to  reply  to  your  letter 
of  October  5,  1944,  with  reference  to  the  applica- 
bility to  the  Corporation  of  the  franchise  tax  on 
business  corporations  imposed  by  Article  9-A  of  the 
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New  York  Tax  Law,  as  amended  by  Chapter  415 
of  the  Laws  of  1944,  effective  March  31,  1944. 

Inasmuch  as  the  tax  thereby  imposed  does  not 
begin  to  accrue  until  November  1,  1944,  and  the 
first  return  required  to  be  made  by  the  Corporation 
will  not  be  due  until  May  15,  1945,  it  is  our  thought 
that  it  would  not  be  profitable  to  do  anything  in  the 
matter  until  shortly  before  the  date  for  the  filing  of 
the  return,  at  which  time  the  Corporation  will  be  in 
a  position  to  deal  with  the  matter  in  the  light  of 
such  developments  as  may  hereafter  occur. 

Yours  very  truly, 

/s/  H.  BKUA  CAMPBELL. 

[Marginal  Note]  :    Noted  M.  C.  V. 

[Stamped] :    M.  J.  O.  Oct.  13, 1944. 

[Stamped] :  Received  Oct.  31, 1944,  Western  Pa- 
cific Railroad  Company. 

March  26,  1945. 
Messrs.  Pierce  &  Greer 
40  Wall  Street 
New  York  5,  N.  Y. 

Attention  Mr.  F.  C.  Nicodemus,  Jr. 

Dear  Mr.  Nicodemus : 

I  Referring  to  enclosed  copy  of  letter  dated  March 
!  23,  1945,  from  Tri-Continental  Corporation,  this 
(  city,  on  subject  New  York  State  Franchise  Tax: 
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See  your  letters  to  me  under  dates  June  14,  1944, 
and  October  11,  1944,  and  let  me  know,  please,  what 
I  should  say  in  answer  to  their  inquiry. 

Yours  very  truly, 

/s/  M.  J.  CUREY. 

[Marginal  Notes] :  M.  C.  V.  to  note  and  return 

/s/  M.  J.  C. 
Noted  /s/  M.  C.  V. 


Tri- Continental  Corporation 

65  Broadway 

New  York 

March  23, 1945 
Western  Pacific  R.  R.  Corp. 
37  Wall  St. 
:New  York  5,  N.  Y. 

Dear  Sirs : 

During  the  year  1944  the  undersigned  or  certain 
of  its  associated  companies  were  the  beneficial  own- 
ers of  securities  of  your  corporation.  In  the  prepa- 
ration of  our  New  York  State  Franchise  Tax  report 
we  are  required  to  apportion  the  value  of  such  se- 
curities in  accordance  with  the  percentage  of  the 
entire  capital  or  the  issued  capital  stock  of  your 
corporation  allocable  to  New  York  State  as  deter- 
mined on  your  New  York  tax  report  for  the  pre- 
ceding tax  year. 
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Accordingly,  we  should  appreciate  your  advising 
us  of  the  percentage,  if  any,  of  the  entire  capital 
or  the  issued  capital  stock  of  your  corporation  al- 
located to  New  York  State  on  the  New  York  State 
Franchise  Tax  report,  if  any,  filed  by  your  corpora- 
tion during  the  year  1944.  It  will  answer  our  pur- 
pose, if  you  merely  fill  in  such  information  at  the 
bottom  of  this  letter,  or  indicate  that  you  do  not 
file  New  York  State  Franchise  Tax  reports. 
We  shall  appreciate  an  early  reply. 

Very  truly  yours, 

I  TRI-CONTINENTAL 

CORPORATION, 


/s/  WILLIAM  RENNER, 
Treasurer. 


Percentage  of  entire  capital  or  issued  capital 
stock  allocated  to  New  York  State  on  New  York 
State  Franchise  Tax  report  filed  during  the  year 
1944. 

%. 


Signed. 

[Stamped]:     Received  March  26,  1945,  Western 
Pacific  Railroad  Co. 
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Pierce  &  Greer 

40  Wall  Street 

New  York  5,  N.  Y. 

April  9, 1945 
Mr.  M.  J.  Curry,  President 
The  Western  Pacific  Railroad  Corporation 
37  Wall  Street 
New  York  5,  N.  Y. 

Dear  Mr.  Curry : 

This  refers  to  your  letter  of  March  23,  1943,  en- 
closing copy  of  letter  from  the  Tri-Continental  Cor- 
poration requesting  advice  as  to  the  percentage  of 
capital  stock  of  The  Western  Pacific  Railroad  Cor- 
poration allocable  to  New  York  State. 

My  suggestion  is  that  you  call  Mr.  James  K. 
Polk  and  ascertain  whether  any  of  the  James  Cor- 
porations are  concerned  with  the  same  request  that 
has  been  made  by  the  Tri-Continental  Corporation 
and  be  guided  by  his  recommendation  as  to  the  an- 
swer to  be  made  pursuant  to  this  inquiry. 

Yours  very  truly, 

/s/  F.  C.  NICODEMUS,  JR. 

[Stamped]:  Received  April  10,  1945,  Western 
Pacific  Railroad  Co. 
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April  10, 1945 
Mr.  James  K.  Polk 

Messrs.  Whitman,  Ransom,  Coulson  &  Goetz 
40  Wall  Street  ; 

New  York  5,  N.  Y. 

Dear  Mr.  Polk: 

Enclosed  is  copy  of  letter  dated  March  23,  1945, 
from  Tri- Continental  Corporation,  this  city,  on  sub- 
ject of  New  York  State  Franchise  tax. 

I  referred  this  to  Mr.  Nicodemus,  of  Counsel  for 
this  corporation,  for  advice  as  to  nature  of  reply 
to  be  made  and  he  suggests  I  ascertain  from  you 
whether  any  of  the  James  corporations  are  con- 
cerned with  the  same  request  that  has  been  made 
by  the  Tri-Continental,  and  advise  me,  if  you  will, 
please,   as  to  answer  to   be  made  to  the  inquiry. 

Yours  very  truly, 

/s/  M.  J.  CURRY. 


April  11,  1945. 
Tri-Continental  Corporation 
65  Broadway 
New  York  6,  N.  Y. 

Attention  Mr.  William  Renner,  Treasurer. 

Gentlemen : 

In  response  to  your  letter  of  March  23rd,  this  is 
to  advise  that  the  Western  Pacific  Railroad  Cor- 
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poration  did  not  file  a  New  York  State  franchise 
tax  report  during  the  year  1944. 

Yours  very  truly, 

/s/  M.  J.  CURRY. 

bee.  Mr.  F.  C.  Nicodemus,  Jr. 

See  your  letter  of  April  9th.  The  above  letter 
was  written  on  suggestion  made  by  Mr.  Polk 
over  the  'phone  today. 
M.  J.C. 


April  23, 1945. 
Messrs.  Pierce  &  Greer 
40  Wall  Street 
New  York  5,  N.  Y. 

Attention  Mr.  F.  C.  Nicodemus,  Jr. 

Dear  Mr.  Nicodemus : 

I  refer  you  to  my  letter  dated  October  5,  1944, 
your  reply  dated  October  11,  1944,  in  regard  to  the 
franchise  tax  imposed  by  Article  9-A  of  the 
amended  New  York  Tax  law : 

As  the  first  return  required  to  be  made  will  be 
due  May  15,  1945,  which  date  is  rapidly  approach- 
ing, I  would  appreciate  your  prompt  advice  as  to 
what  should  be  done  in  the  matter  so  far  as  the 
corporation  is  concerned. 

Mr.  Polk,  of  the  firm  of  Whitman,  Ransom,  Coul- 
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son  &  Goetz,  I  understand,  has  had  this  question 
under  consideration  and  I  suggest  you  consult  him 
in  the  matter. 

Yours  very  truly, 

/s/  M.  J.  CURRY. 

cc.  Mr.  James  K.  Polk 

Whitman,  Ranson,  Coulson  &  Goetz. 


April  26,  1945. 
Messrs.  Pierce  &  Greer 
40  Wall  Street 
New  York  5,  N.  Y. 

*  Attention  Mr.  F.  C.  Nicodemus,  Jr. 

Dear  Mr.  Nicodemus: 

Referring  to  my  letter  to  you  of  April  23rd,  in 
regard  to  New  York  State  Franchise  Tax: 

For  your  information,  I  quote  below  item  which 
appeared  in  this  morning's  edition  of  the  New  York 
Times : 

*'Tax  Deadline  Is  Extended 

Put  Off  by  State  From  May  15  to  June 
j  15  on  Corporate  Returns 

Albany,  April  25  (AP)— The  State  Tax  Com- 
mission today  extended  from  May  15  to  June 
15  the  deadline  for  filing  1944  corporation 
franchise  tax  returns. 
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The  extension  affects  corporations  and  those 
whose  fiscal  years  ended  in  July,  August,  Sep- 
tember, October  or  November,  1944,  or  in  Jan- 
uary or  February,  1945. 

Commissioner  Rollin  Browne  said  the  extra 
month  was  granted  to  permit  taxpayers  to  fol- 
low newly  adopted  regulations,  now  being 
printed." 

Yours  very  truly, 

/s/  M.  J.  CURRY. 

ii 
cc.  Mr.  James  K.  Polk. 

Whitman,  Ransom,  Coulson  &  Goetz. 
[Endorsed]:     Filed  Feb.  8,  1949. 
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Moody 's  Investors  Service 
65  Broadway,  New  York 

January  8,  1943 
Mr.  T.  M.  Schumacher,  Trustee, 
Western  Pacific  Railroad  Co., 
37  Wall  Street, 
New  York  City,  N.  Y. 

Dear  Sir: 

In  analytical  work  dealing  with  railroad  securi- 
ties the  federal  income  tax  liability  (past,  present 
and  future)  and  the  correct  method  of  computation 
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based  on  accurate  knowledge  of  the  various  basic 
factors  is  today  more  important  than  ever.  We  in 
oiu*  work  here  at  Moody's  have  naturally  had  to 
make  estimates,  but  sometimes,  due  to  inadequate 
knowledge  of  the  facts,  our  tax  conclusions  have  not 
been  as  accurate  as  we  would  wish. 

We  wonder  whether  you  would  be  willing  to  be 
of  help  to  us  regarding  the  above  and,  on  the  pos- 
sibility that  you  would,  we  are  enclosing  a  tax  form 
a  return  of  which  tilled  out  (even  on  a  tentative 
basis')  would  be  of  great  assistance. 

We  should  be  glad  to  hold  any  information  fur- 
nished us  in  confidence,  if  you  so  desire. 

Yours  very  truly, 

MOODY'S  INVESTORS 
SERVICE 

/s/  WALTER  F.  HAHX, 

Manager- 
Railroad  Department. 
WFHiFD 

Enclosure 

[Initialed]  :     MJC  &  MOV 

[Stamped]  Received  Jan.  9,  1943,  W.  P.  R.  R.  Co. 

[Stamped] :     T.M.S.  Jan.  11,  1943. 
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Estimate  of  Excess  Profits  Tax  For  1942 

Preferred  Stock 

Common  Stock 

Premium  on  Stock 

One  half  of  Debt 

Corporate  Surplus 

Other  items  of  invested  capital  (explain) 

Total  Invested  Capital 

Inadmissable  Assets  (1) 

Total  Assets  (2) 

Ratio  of  (1)  to  (2) 

Invested  Capital  Less  Inadmissables 

8%  on  First  5  Million 

7%  on  Second  5  Million 

6%  on  Next  190  Million 
5%  on  Balance 
Excess  Profits  Tax  Credit 
Pre-Tax  Net  Income — 1942 
Less  Net  Operating  Loss  Carryover 
Less  Net  from  Inadmissables 
Tialance 

Plus  One-Half  Interest  Charges 
Total 

Excess  Profits  Tax  Credit  plus  Carryover 
Excess  Profits 
Excess  Profits  Tax  (90% ) 

Estimate  of  Normal  Tax  and  Surtax  For  1942 

Pre-Tax  Net  Income — 1942 
Less  Excess  Profits 
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Less  Net  Operating  Loss  Carryover 

Balance 

Add  Back  income  from  Inadmissables 

subject  to  Normal  &  Surtax 
Total 

Normal  &  Surtax  (40%) 
Total  Normal  &  Surtax 
Pre-Tax  Net  Income 
Less  Total  Tax 
Net  Income 

jL       Estimate  of  Unused  Excess  Profits  Credit 

1941  1940 

Federal  Income  Tax  Accrual 
Pre-Tax  Net  Income  Indicated 
(1941  tax  rate  31^0 ;  1940  tax  rate  24 7o) 
Net  Operating  Loss  Carryover  from  1939 
Net  Operating  Loss  Carryover  from  1939  &  1940 
Adjusted  Net  Income 
Plus  One-half  of  Interest  Charges 
Total 

Less  Net  from  Inadmissables 
1  Balance  (1) 

1 8%  of  First  5  Million  of  Invested 
I     Capital  Less  Inadmissable  Assets 
7%  of  Balance  of  Such  Assets 
I  Total  Excess  Profits  Credit 
Balance  (1) 
Excess  Profits  Credit  Carrvover 
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January  13,  1943. 

Mr.  Walter  F.  Hahn,  Manager, 
Railroad  Department, 
Moody's  Investors  Service, 
65  Broadway, 
New  York,  N.  Y. 

Dear  Sir: 

Your  letter  of  January  8,  addressed  to  Mr.  T. 
M.  Schmnacher,  Trustee,  has  been  turned  over  to 
the  undersigned  for  reply. 

As  The  Western  Pacific  Railroad  Company  is  in- 
cluded in  the  consolidated  income  and  excess  profits 
tax  returns  filed  by  The  Western  Pacific  Railroad 
Corporation  (parent  company),  we  show  below  es- 
timated consolidated  figures,  of  which  the  Com- 
pany's Pre-Tax  Net  Income  is  $10,290,278: 

Pre-Tax  Net  Income  $9,501,492 

Less  Net  Operating  Loss  Carry-over  1,217,213 


$8,284,279 
Add  Eliminations  1,575,727 


$9,860,006 
Normal  &  Surtax  (42%)  $4,141,202 

Western  Pacific  Railroad  Company's 

apportionment  of  tax  $4,078,794 

Less  accrued  1941  .  384,800 


Accrued  in  1942— Estimated  $3,693,994 


Western  Pacific  R.R.  Company,  etc.        1881 

Defendants'  Exhibit  No.  5-C — (Continued) 
No  provision  has  been  made  for  accrual  of  excess 
profits  tax  since  it  appears  whatever  excess  profits 
net  income  there  may  be  will  be  more  than  offset  by 
the  excess  profits  credit  and  the  unused  profits 
credit  carryover. 

It  will  be  appreciated  if  you  will  treat  the  above 
information  confidentially. 

Yours  very  truly, 

/s/  M.  J.  CURRY. 

[Endorsed] :     Filed  Feb.  8,  1949. 
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The  Western  Pacific  Railroad  Company 

Western  Union  Telegram  Form 

New  York,  March  2, 1943 
D.  C.  DeGraff 

Western  Pacific  Railroad  Company 
526  Mission  Street 
San  Francisco,  Calif. 

Wire  date :  At  conference  with  accountants  here 
yesterday  decided  file  consolidated  tax  returns  in- 
cluding subsidiaries  you  list.  In  view  this,  we  filed 
yesterday  request  for  extension  time  to  May  15th. 
Am  hopeful  will  be  granted  and  will  advise  you 
promptly.  Glad  you  are  preparing  necessary  work- 
ing schedules  and  tentative  declared  value  excess 
profits  tax  returns  and  expect  forward  latter  part 


1882        Western  Pacific  B.R.  Corp.,  et  al.,  vs.  • 

this  week.  Our  understanding  regarding  consents 
not  in  accord  with  yours.  See  Paragraph  eye.  Page 
Two,  of  instructions  for  Form  1120,  which  in  our 
opinion  requires  such  consents.  This  has  been 
confirmed  with  Revenue  Agent*  here  who  states 
forms  of  consents  have  been  printed  and  are  avail- 
able for  1942  returns.  Procedure  same  as  last  year. 

M.  J.  CURRY. 

*Mr.  Scanlon  Ext  252 

[Initialed] :     MCV  ok  MJC 
[Stamped] :     M. J.C  Mar.  3,  1943. 
[Endorsed] :     Filed  Feb.  8,  1949. 
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March  15,  1943. 
Collector  of  Internal  Revenue, 
Second  District  of  New  York, 
Custom  House, 
New  York,  N.  Y. 

Dear  Sir: 

Enclosed  herewith  is  Tentative  Consolidated  In- 
come and  Declared  Value  Excess-Profits  Tax  Re- 
turn (Form  1120)  of  The  Western  Pacific  Railroad 
Corporation  for  the  year  ended  December  31st, 
1942. 

The  estimated  tax  on  this  return  is  $4,209,948. 
and  we  hand  you  herewith  New  York  draft  No. 
MT  56492  in  favor  of  United  States  Collector  of 
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Internal  Revenue,  New  York,  in  the  amount  of 
$1,052,487.  covering  first  installment  of  one-fourth 
of  the  estimated  tax. 

Yours  very  truly, 

/s/  M.  J.  CURRY, 
Treasurer. 
Enclosures 

[Endorsed] :     Filed  Feb.  8,  1949. 


» 
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The  Western  Pacific  Railroad  Company 

Western  Union 
Telegram  Form 

New  York,  May  7,  1943. 


D.  C.  DeGrafe 

Western  Pacific  Railroad  Company 

526  Mission  Street 

San  Francisco,  Calif. 

Reference  question  income  and  excess  profits  tax 
returns  1942:  Tax  lawyers  have  decided  we  should 
file  consolidated  returns,  which  will  do  on  or  be- 
fore May  15th.  Would  appreciate  if  you  will  have 
final  declared  value  returns  prepared  and  executed 
for  all  subsidiaries  similar  to  tentative  returns  filed 
in  March  and  forward  here  original  and  two  copies 
each.  Figures  on  tentative  returns  should  be  cor- 
rected as  follows:    Show  Sacramento  Northern  in- 
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terest  $1313.00;  Net  operating  loss  deduction  $710,- 
783.55  making  deficit  $391,755.08.  Standard  Realty 
Net  Operating  Loss  Deduction  $4407.51;  Deficit 
$3,908.20. 

M.  J.  CURRY. 

[Endorsed]  :     Filed  Feb.  8,  1949. 
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The  Western  Pacific  Railroad  Company 

37  Wall  Street 

New  York 

May  21,  1943. 
Mr.  F.  C.  Nicodemus 
40  Wall  Street 
New  York,  N.  Y. 

Dear  Mr.  Nicodemus: 

Enclosed  is  copy  of  Mr.  Polk's  letter  of  May  20, 
1943,  in  re.  tax  matters.    Very  interesting! 

I  suggest  it  might  be  well  for  you  to  drop  over! 
Monday  morning,  the  24th,  and  discuss  with  Mr. 
Schumacher,    who   will   leave   that    afternoon    for] 
San  Francisco. 

Yours  very  truly. 

/s/  M.  J.  CURRY. 
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Copy 

Whitman,  Ransom,  Coulson  &  Goetz 
40  Wall  Street,  New  York 

May  20,  1943. 
Mr.  M.  J.  Curry, 
Vice  President, 

Western  Pacific  Railroad  Company 
37  Wall  Street, 
New  York,  N.  Y.         . 

Dear  Mr.  Curry: 

On  May  15,  there  were  filed  at  the  Office  of  the 
Collector  of  Internal  Revenue,  Custom  House,  New 
York,  the  Federal  income,  excess  profits  tax  and 
declared  value   excess  profits  tax  returns  for  the 
Western  Pacific  Railroad  Company  and  its  affiliated 
corporations.    The  items  entering  into  the  prepara- 
tion of  these  returns  were  reviewed  by  us  and  on 
tlie  basis  of  the  information  available,  it  is  believed 
I  that  the  returns  as  filed  met  all  of  the  conditions  of 
I  the  Internal  Revenue  Code  and  Bureau  regulations 
in    respect    of    the    substantive    matter    contained 
j  therein  and  of  supporting  schedules. 

It  is  believed,  however,  that  a  considerable 
I  amount  of  supporting  detail  and  underlying  data 
;  must  be  prepared  in  order  that  the  figures  set 
:  forth  in  the  return  can  be  supported  upon  subse- 
iiquent  Bureau  audit.  While  it  is  true  that  much  of 
jjthis  underlying  detail   will   i-elate  to  the   earnings 
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and  i^rofits  determination  which,  in  turn,  will  prob- 
ably have  little  effect  upon  invested  capital,  it  is 
believed,  however,  desirable  that  the  research  be 
carried  through  in  order  that  the  position  we  assert 
in  the  returns  may  be  hedged  against  the  adverse 
implications  of  possible  distributions  out  of  capital 
which  may  have  occurred  up  to  the  date  of  the  last 
dividend  payment  in  1927.  Further,  we  have  used 
in  the  returns,  book  costs  as  bases  for  the  affiliated 
corporation's  stock  investments  which  again  may 
require  adjustments,  possible  of  determination  only 
after  such  analyses. 

It  is  also  believed  desirable  to  have  a  more  com- 
plete review  made  of  the  computation  of  the  unused 
excess  profits  credit  adjustment.  In  the  return  as 
filed,  it  was  assumed  that  the  invested  capital  base 
for  the  years  1940  and  1941  was  substantially  the 
same  as  for  the  taxable  year  1942.  Undoubtedly, 
changes  will  be  indicated  when  the  schedules  for 
borrow^ed  invested  capital  and  inadmissible  adjust- 
ments for  1940  and  1941  have  been  prepared  in 
detail.  This  adjustment  will,  in  all  probability,  have 
no  effect  upon  the  1942  tax  return  but  will  afford  a 
more  proper  basis  for  administrative  consideration 
of  tax  matters  for  1943  and  subsequent  years. 

It  is  further  noted  that  a  historical  development 
of  the  profit  and  loss  accounts  of  the  several  com- 
panies, not  only  as  disclosed  in  their  books,  but  as 
set  forth  in  the  reconciliations  reported  in  prior 
Federal  income  tax  returns,  will  bring  to  light  any 
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instances  of  write-ups,  write-downs,  etc.  The  survey 
of  this  character  will  also  serve  to  establish  more 
definite  amounts  of  net  operating  loss  deductions 
and  carry  overs. 

Both  in  connection  with  the  review  of  the  deduc- 
tions claimed  for  depreciation  and  the  amounts 
shown  for  fixed  capital  investment  returns,  it  will 
be  helpful  to  review  the  significant  tax  positions 
adopted  by  the  company  and  accepted  by  the  Bu- 
reau of  Internal  Revenue  in  connection  with  the 
audits  by  the  Bureau  of  Internal  Revenue  of  prior 
year  income  tax  returns.  While  not  estopped  by 
prior  considerations  and  decisions,  the  Bureau  may 
be  disinclined  to  depart  from  previous  determina- 
tions of  basis  of  fixed  capital  investments  as  shown 
by  treatment  in  computing  depreciation  deductions 
and  in  computing  gains  and  losses  upon  tlie  disjjosi- 
tion  of  assets. 

It  may  also  be  noted  that  it  is  clearly  demon- 
strable that  the  consolidated  return  basis  of  report- 
ing for  the  year  1942  as  contrasted  with  a  separate 
basis  of  reporting,  was  advantageous  to  the  group. 
Since  consolidated  returns  were  filed  for  1940  and 
1941,  any  unused  excess  profits  credit  inhered  in 
the  common  parent  corporation,  had  separate  re- 
turns been  filed  for  1942.  A  preliminary  survey  of 
the  smaller  affiliates  indicates  that  they  would  have 
incurred  no  excess  profits  tax  liability.  The  operat- 
ing company,  however,  if  placed  on  a  separate  basis 
without  the  benefit  of  the  credit  carryovers,  would 
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have  been  liable  for  a  net  excess  profits  tax  liability 
of  $3,650,000  even  if  all  other  figures  as  shown  in 
the  return  were  left  unchanged.  This  amount  is 
offset  by  several  factors.  In  the  first  place,  on  an 
individual  basis,  the  operating  companies'  interest 
on  expense  deductions  would  have  increased  $703,- 
000.  It  would  have  lost,  however,  its  allocable 
share  of  the  net  operating  loss  reduction  of  ap- 
proximately $438,000.  Further,  a  portion  of  its 
earnings  subject  to  excess  profits  tax  rates  would 
have  been  eliminated  from  normal  tax  rates.  There 
would  have  been  in  addition,  a  reduction  in  the 
surtax  rate  on  a  separate  basis  of  the  2%  penalty 
for  filing  a  consolidated  return,  which  would  have 
amounted  to  approximately  $200,000  in  tax.  All 
of  these  factors  combine  to  establish  a  net  tax 
advantage  of  in  excess  of  $1,550,000  in  the  adoption 
of  the  consolidated  return  under  the  separate  re- 
turn. 

There  is  a  further  possibility  of  adjustment  under 
the  Internal  Revenue  Code  provisions  contained  in 
Sections  23  (g)  (4)  and  (k)  (5)  by  which  the 
worthlessness  of  the  operating  company's  stock  may 
produce  a  net  loss  for  the  year  1943  with  possible 
carryback  application.  This  is  commented  upon 
rather  than  suggested  as  of  certain  value,  since  it 
is  paradoxical  to  compute  a  loss  upon  the  operating 
company's  stock  which,  through  the  mechanics  of 
consolidated  return  reporting,  could  be  used  to 
nullify  the  very  income  of  the  affiliate  whose  stock 
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had  become  worthless.  This  matter  will  receive 
more  careful  consideration  when  the  completion  of 
the  reorganization  makes  possible  the  assertion  of 
the  claim  for  worthlessness  of  the  operating  com- 
pany's stock. 

Apart  from  the  1942  tax  liability,  we  are  in- 
formed that  a  request  has  been  addressed  to  the 
company  for  the  submission  of  basic  data  to  be 
considered  by  the  Bureau  of  Internal  Revenue  in 
connection  with  the  application  made  under  date 
of  March  29,  1943  for  permission  to  change  the 
method  of  accounting  from  retirement  to  a  deprecia- 
tion basis  for  Federal  income  tax  purposes.  Under 
general  procedures  adopted  in  the  Bureau,  the  per- 
mission to  change  the  basis  of  accounting  is  pre- 
mised upon  the  agreement  of  the  applicant  to 
adoption  of  accumulated  depreciation  reserve  bal- 
ances which,  at  the  election  of  the  company,  may  be 
determined  by  any  one  of  the  following  methods : 

1.  The  accounts  may  be  reconstructed  from  their 
beginning,  or  may  start  with  the  I.C.C.  valuation, 
setting  up  as  a  reserve  the  difference  between  cost 
of  reproduction  new  and  cost  of  rej^roduction  less 
accrued  depreciation  as  determined  at  the  valuation 
date.  From  either  starting  point,  the  capital  ac- 
counts shall  be  carried  forward,  increased  by  addi- 
tions and  decreased  by  retirements,  except  that  any 
increase  in  replacement  costs,  or  additions  or  better- 
ments expensed,  which  have  been  deducted  for 
income  tax  purposes,  may  not  be  restored.  Deprecia- 
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tion  at  rates  to  be  agreed  upon  shall  be  computed 
for  all  years  and  accrued  into  a  depreciation  re- 
serve. From  this  reserve  shall  be  deducted  the  cost 
of  normal  retirements,  but  for  retirements  due  to 
casualty  or  special  obsolescence,  which  would  have 
been  allowable  under  depreciation  accounting,  only 
the  accrued  depreciation  thereon  shall  be  deducted. 

2.  A  reserve  may  be  set  up  by  multiplying  the 
expired  life  of  individual  structures,  or  the  weighted 
average  ages  of  the  accounts  representing  groups  of 
assets,  now  in  service,  by  the  depreciation  rates 
agreed  upon  for  these  assets. 

3.  A  reserve  of  30%  of  the  total  depreciable 
accounts  at  the  date  of  change  may  be  set  up.  It  is 
to  be  understood  that  this  is  on  overall  reserve  and 
the  total  amount  so  computed  is  to  be  allocated  to 
the  different  depreciable  accounts  on  a  reasonable 
basis,  such  allocation  to  be  a  matter  of  agreement 
between  each  railroad  and  the  Bureau. 

We  are  familiar  with  the  requirements  of  the 
Bureau  of  Internal  Revenue  in  connection  with 
depreciation  computations  generally  embodied  in 
the  Valuation  Division  questionnaire,  the  provisions 
of  T.D.  4422  and  related  Bureau  rulings,  and  have 
discussed  the  railroad  situation  with  the  Bureau  of 
Internal  Revenue  officials  to  whom  these  matters  are 
assigned.  It  will,  undoubtedly,  be  necessary  to  com- 
XDlete  preliminary  computations  under  the  elective 
methods  prescribed,  and  to  compare  the  possible 
annual  benefits  of  depreciated  accounting  with  the 
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retirement    basis   heretofore    followed,    before    ad- 
ministrative action  can  be  taken  to  complete  the 
application   for   permission   to   change    accounting 
basis  filed  with  the  Bureau  of  Internal  Revenue. 

We  will  be  glad  to  confer  with  your  company 
officials  in  planning  these  preliminary  surveys  so, 
if  possible,  to  minimize  the  work  required  and  will 
be  glad  to  make  available  to  you  the  benefit  of  our 
experience  in  the  assembly  and  presentation  of 
data  to  the  Bureau  of  Internal  Revenue,  if  you 
elect  to  take  advantage  of  the  depreciation  basis  of 
tax  accounting  for  1943. 

Very  truly  yours, 

/s/  JAMES  K.  POLK. 

[Endorsed] :     Filed  Feb.  8,  1949. 


DEFENDANTS'  EXHIBIT  No.  10 

March  9,  1944. 
Mr.  F.  C.  Nicodemus,  Jr. 
40  Wall  St. 
New  York  5,  N.  Y. 

Dear  Mr.  Nicodemus: 

The  attached  copy  of  letter  dated  Feb.  4,  1944, 
from  the  office  of  the  Attorney  General,  State  of 
Delaware,  is  self-explanatory. 

The  1941  Franchise  tax  which  you  will  recall  was 
reduced  by  the  State  Tax  Board  early  last  year  as 
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a  result  of  negotiations,  will  amount  to  $1350.90 
($1262.50  principal  and  $88.40  penalty  interest)  on 
AjDril  1,  1944.  Payment  should  be  made  on  or 
before  that  date  if  forfeiture  of  the  Corporation's 
charter  is  to  be  avoided. 

In  view  of  conditions  confronting  the  Corpora- 
tion, filing  of  consolidated  Federal  income  and  ex- 
cess profits  tax  returns,  etc.,  I  should  like  to  have 
your  advice  as  to  whether  payment  of  the  1941  tax 
should  be  made  on  or  before  April  1st. 

Yours  very  truly, 

/s/  M.,  J.  CUERY. 

[Marginal  Note]:  Mr.  Campbell  discussed  this 
with  Me  and  agreed  we  should  request  extension  to 
July  1,  1944. 

/s/  MJS 

[Endorsed] :     Filed  Feb.  8,  1949. 
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The  Western  Pacific  Railroad  Company 

37  Wall  Street 

New  York 

April  1,  1943. 
Via  air  mail 

Mr.  Sidney  M.  Ehrman, 
Nevada  Bank  Building, 
San  Francisco,  Calif. 

Dear  Mr.  Ehrman: 

Referring  to  our  telephone  conversation  last 
evening : 

This  morning  I  have  looked  up  our  records  to  see 
just  what  the  expense  of  making  up  the  consolidated 
tax  returns  in  our  office  and  the  tax  savings  effected 
has  been  since  The  Western  Pacific  Railroad  Com- 
pany went  into  trusteeship. 

First  of  all,  the  certified  public  accountants,  Ly- 
brand,  Ross  Bros.  &  Montgomery,  were  employed 
by  the  "Corporation"  from  year  to  year  to  audit 
the  accounts  pursuant  to  provisions  of  the  Securi- 
ties and  Exchange  Act.  Their  charge  for  this  audit 
has  averaged  approximately  $1,000  a  year.  For  the 
past  two  years  we  have  consulted  them  on  excess 
profits  tax  on  a  consolidated  basis  and  their  charge 
for  this  was  $150  in  1940  and  $400  in  1941,  which 
was  paid  by  the  Corporation. 

This  work  has  all  been  done  in  this  office  and 
consolidated  tax  returns  have  been  prepared  and 
filed  under  Mr.  Curry's  supervision.    I  might  add 
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that  during  the  years  the  Company  has  been  in 
trusteeship,  payment  of  income  taxes  for  the  con- 
solidated group  was  nil  because  of  the  large  con- 
solidated deficits.  In  fact,  the  Tidewater  Southern, 
which  made  a  profit  every  year  and  was  included 
in  the  returns,  benefited  by  these  deficits  which 
effected  a  tax  saving  to  it  of  approximately  $116,000 
for  the  six  year  period.  During  that  period  expert 
advice  from  counsel  was  not  necessary. 

However,  commencing  with  1942,  the  situation 
has  changed  considerably  because  the  affiliated  com- 
panies' earnings  have  greatly  increased.  For  this 
reason  and  in  view  of  the  new  complicated  tax  law, 
we  now  require  the  advice  of  competent  tax  attor- 
neys. 

For  your  further  information,  I  find  that  the 
last  payment  of  consolidated  income  tax  was  made 
in  1929.  At  that  time  there  was  a  net  consolidated 
taxable  income  of  $365,000,  on  which  the  income 
tax  amounted  to  $40,230. 

Yours  very  truly, 

/s/  T.  M.  SCHUMACHER. 

cc.  Mr.  Charles  Elsey 
Mr.  Allan  Matthew 
Mr.  F.  C.  Nicodemus,  Jr. 

[Endorsed]:     Filed  Feb.  10,  1949. 


Western  Pacific  R.R.  Company,  etc.        1895 
DEFENDANTS'  EXHIBIT  No  12 

Filed  March  3,  1944, 
C.  W.  Calbreath,  Clerk. 
Allan  P.  Matthew, 
1500  Balfour  Building, 
San  Francisco  4,  California 

In  the  District  Court  of  the  United  States,  for  the 
Northern  District  of  California,  Southern  Di- 
vision. 

No.  26591-S 

In  the  Matter  of 

THE  WESTERN  PACIFIC  RAILROAD 
COMPANY, 

Debtor. 

ORDER  AUTHORIZING  ESTABLISHMENT 
OF  A  RESERVE  FUND  FOR  CONTIN- 
GENT TAX  LIABILITIES 

The  petition  filed  February  21,  1944,  by  T.  M. 
Schumacher  and  Sidney  M.  Ehrman,  the  Trustees 
of  the  properties  of  the  Debtor  above  named,  for  au- 
thority to  establish  a  reserve  fund  of  $7,100,000  for 
contingent  tax  liabilities,  came  on  duly  to  be  heard 
and  was  heard  this  day  and  thereupon  submitted. 
Good  cause  appearing  therefor,  the  Court,  being 
fully  advised,  finds  that  notice  of  the  hearing  upon 
said  petition  has  been  given  as  prescribed  by  the 
order  of  this  Court,  that  all  of  the  averments  of  said 
petition  are  true,  and  that  it  is  for  the  best  interests 
of  the  estate  of  the  Debtor  that  this  order  be  made. 
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Now,  Therefore,  It  Is  Hereby  Ordered,  Adjudged 
and  Decreed  that  the  Trustees  are  hereby  authorized 
to  establish,  with  funds  in  their  hands  belonging  to 
the  estate  of  the  Debtor  and  derived  from  the  earn- 
ings of  the  railroad  of  the  Debtor  during  the  year 
1943,  a  reserve  fund  in  the  amount  of  $7,100,000,  to 
be  designated  as  the  "Reserve  Fund  for  Contingent 
Tax  Liabilities,"  to  be  invested  in  United  States 
Treasury  securities,  and  to  be  used  for  the  payment 
of  any  Federal  income  and  excess  profits  taxes 
which  may  be  found  due  for  the  year  1943. 

Dated:     March  3,  1944. 

A.  F.  ST.  SURE, 

Judge. 

[Endorsed] :     Filed  Feb.  10,  1949. 
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The  Western  Pacific  Railroad  Corporation 

Office  of  the  President 

37  Wall  Street 

New  York  5. 
May  19,  1944. 
Mr.  James  K.  Polk 
Whitman,  Ransom,  Coulson  &  Goetz 
40  Wall  Street 
New  York,  5,  N.  Y. 

Dear  Mr.  Polk : 

I  will  appreciate  advice  from  you  as  to  nature  of 
reply  to  be  made  to  letter  from  Robert  L.  Whittaker 
&  Co.,  Philadelphia,  of  which  enclosed  is  a  copy. 

Yours  very  truly, 

*  /s/  M.  J.  CURRY 

cc.  Mr.  F.  C.  Nicodemus,  Jr. 
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(Copy) 

Robert  L.  Whittaker  &  Co. 

1420  Walnut  Street 

Philadelphia 

May  17,  1944.     | 

Western  Pacific  Railroad  Corporation 
37  Wall  Street 
New  York,  N.  Y. 

Gentlemen :  m 

It  has  occurred  to  us  as  holder  of  Western  Pacific 
5s  due  1946  that  the  large  tax  credit  in  the  earnings 
statement  for  December  1943  of  the  Western  Pacific 
could  take  place  annually  for  some  years  to  come, 
as  long  as  the  Revenue  Act  allows  holding  companies 
to  consolidate  their  returns  of  subsidiaries  for  in- 
come tax  purposes. 

Since  the  ownership  of  the  Western  Pacific  Rail- 
road was  declared  valueless  for  1943  we  thought 
possibly  this  loss,  which  must  involve  upwards  of 
$50,000,000,  could  be  used  as  a  tax  credit  for  future 
years  until  the  total  loss  is  used. 

We  would  appreciate  hearing  from  you  regarding 
this  situation. 

Very  truly  yours, 

/s/  ROBERT  L.  WHITTAKER 
ifeCO. 
RLA¥:es 

[Endorsed]:     Filed  Feb.  10,  1949. 
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September  12,  1944 
Mr.  Sidney  M.  Ehrman 
Nevada  Bank  Building- 
San  Francisco  4,  California 

My  dear  Mr.  Ehrman : 

From  your  letter  to  Mr.  Schumacher  which  he 
was  good  enough  to  show^  me  it  seems  evident  that 
there  is  a  lack  of  understanding  in  San  Francisco 
of  the  nature  and  extent  of  the  services  rendered 
and  being  rendered  by  our  firm  as  counsel  for  The 
"Western  Pacific  Railroad  Company. 

These  services  are  under  employment  by  the  Rail- 
road Company  continued  by  the  Trustees. 

They  may  be  roughly  placed  in  four  general  cate- 
gories which  I  shall  set  out  below  in  which  seems  to 
me  to  be  the  order  of  their  importance. 

First :  Services  rendered  as  counsel  here  for  Mr. 
Schumacher,  Trustee  resident  in  New  York,  in  re- 
spect of  all  matters  of  administration  and  operation 
with  which  he  is  specifically  charged  and  as  to  which 
he  requires  day  to  day  advice.  These  include  his 
relations  with  the  Association  of  American  Rail- 
roads and  with  governmental  authorities  at  Wash- 
ington; negotiating,  closing  and  renewing  loans; 
attendance  at  meetings  of  member  roads;  and  gen- 
erally all  matters  for  which  he  is  jointly  responsible 
as  Trustee  and  wishes  to  consult  and  exchange  views 
with  counsel  on  the  ground.  My  understanding  is 
that  he  explained  to  Judge  St.  Sure  at  the  outset 
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Defendants'  Exhibit  No.  14 — (Continued) 
the  necessity  of  having  such  counsel  and  that  Judge 
St.  Sure  acquiesced. 

Second :  Services  rendered  by  New  York  counsel 
as  a  member  of  the  Law  Committee  of  the  Associa- 
tion of  American  Railroads.  The  Law  Committee  is 
composed  of  selected  counsel  for  the  principal  car- 
riers and  I  have  been  a  member  for  many  years. 
Meetings  are  held  alternately  at  New  York  and  Chi- 
cago and  ordinarily  continue  for  two  days.  The 
docket  rarely  has  less  than  twenty  items,  each  of 
which  is  a  problem  of  major  importance  to  the  rail- 
way industry.  Through  this  source  and  through  my 
membership  in  the  Railway  Conference  which  meets 
weekly  in  New  York  I  have  been  in  a  position  to 
keep  Mr.  Schumacher  informed  and  keep  myself 
informed  as  to  what  is  going  on  in  the  railway  in- 
dustry that  may  affect  our  property.  It  would  serve 
no  useful  purpose  to  re\T.ew  these  various  problems. 
They  include,  however,  such  matters  as  the  dismem- 
berment of  the  Pullman  Company;  the  land  grant 
problem ;  and  the  recent  anti-trust  suit  in  which  you 
and  Mr.  Schumacher  are  named  as  defendants. 

Third:  Services  rendered  in  the  matter  of  Fed- 
eral taxation.  All  tax  returns  for  the  Railroad  Com- 
pany and  for  the  Trustees  have  been  made  from 
New  York  under  advice  of  New  York  counsel. 
Owing  to  the  heavily  increased  tax  burden  incident 
to  the  war  economy,  the  complex  Federal  tax  struc- 
ture and  the  necessity  of  recurring  conferences  with 
the    Commissioner    of   Internal    Revenue    and    the 
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Defendants'  Exhibit  No.  14 — (Continued) 
Treasury,  the  firm  of  Whitman,  Ransom,  Coulson  & 
Goetz  on  our  advice  were  brought  in  a  year  or  more 
ago  as  tax  consultants.  They  are  peculiarly  well 
equipped  to  serve  in  that  capacity.  The  responsibil- 
ity of  New  York  counsel  for  the  Railroad  Company 
has  not,  however,  been  limited  to  work  under  the 
existing  tax  laws  but  has  required  constant  atten- 
tion to  proposed  changes  that  might  adversely  affect 
our  property.  In  the  last  Congress  the  so-called 
Johnson  Bill  was  originally  so  drawn  that  it  would 
deprive  the  Western  Pacific  of  the  invaluable  carry- 
over and  carry-back  provisions  of  the  present  Act. 
Our  firm  prepared  and  submitted  amendments  tt 
protect  the  situation  which  Senator  Johnson  ac- 
cepted. At  the  present  time  legislation  is  in  process 
of  incubation  which  miless  the  interests  of  the 
Western  Pacific  are  guarded  may  prove  equally 
embarrassing. 

Fourth:  Services  rendered  currently  on  routine 
matters.  Included  in  this  category  are  (a)  attention 
to  litigation  in  New  York  on  loss  and  damage  claims 
in  which  the  Western  Pacific  is  a  participating  car- 
rier; (b)  the  corporate  work  for  subsidiaries; 
(c)  problems  arising  under  our  commitments  to  the 
[New  York  Stock  Exchange;  (d)  reports  to  govern- 
' mental  authorities;  (e)  problems  under  corporate 
[mortgages;  (f)  correspondence  with  securityholders 
iiin  relation  to  their  personal  tax  problems ;  and  (g)  a 
ivariety  of  matters  of  minor  importance  too  numer- 
jous  to  classify  but  nevertheless  being  often  tedious 
land  exacting. 
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It  is  my  best  judgment  that  the  allowance  we  are 
receiving  currently  from  the  trust  estate  is  not  even 
compensatory  for  the  services  rendered  in  the  last 
category. 

The  question  is  not  whether  any  part  of  our  cur- 
rent allowance  should  be  applied  toward  compensa- 
tion as  counsel  for  the  Debtor  in  the  reorganization 
proceedings — this  would  be  inadmissible  under  the 
terms  of  the  order  of  Court — but  the  real  question 
is  whether  our  firm  should  not  in  justice  to  ourselves 
apply  at  some  future  time  for  compensation  for  the 
services  falling  in  categories  First,  Second  and 
Third.  As  matters  now^  stand  these  services  have 
been  rendered  gratuitously. 

It  is  less  important,  however,  that  our  firm  be 
justly  compensated  than  it  is  that  .vou  and  perhaps 
Judge  St.  Sure  should  have  a  broader  understanding 
of  what  has  been  and  is  being  done  here  in  the  inter- 
est of  the  Western  Pacific  property. 

As  Mr.  Schumacher  has  advised  you  it  is  my  pur- 
pose to  attend  the  hearing  which  is  set  for  Sep- 
tember 25th.  I  camiot  leave  here  earlier  than 
September  21st  but  unless  the  Overland  is  late  I 
expect  to  be  on  hand  at  the  opening  of  the  Court. 

My  best  regards  to  you. 

Yours  very  truly, 

F.  C.  NICODEMUS,  JR. 

[Endorsed] :     Filed  Feb.  10,  1949. 
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Heller,  Ehrman,  White  &  McAiiliffe 

Attorneys  and  Counselors  at  Law 

Nevada  Bank  Building 

San  Francisco 

f  (4) 

September  14,  1944 
Mr.  F.  C.  Nicodemus,  Jr. 
Messrs.  Pierce  &  Greer 
40  Wall  Street 
New  York  5,  N.  Y. 

My  dear  Mr.  Nicodemus: 

I  am  in  receipt  of  your  letter  of  September  12th 

going  into  some  detail  in  regard  to  the  nature  and 

extent  of  the  services  which  are  being  rendered  by 

you  on  behalf  of  The  Western  Pacific  Railroad  Com- 

1  pany  and  its  trustees.   I  wrote  to  Mr.  Schumacher 

'  after  you  had  filed  your  petition  so  that  if  both  of 

I  us  are  called  by  the  judge  during  the  hearing  on 

I  the   subject   of  your   compensation   our   testimony 

would  be  in  harmony. 

I  have  always  been  under  the  impression  that  the 
monthly  compensation  paid  to  your  firm  is  the  only 
compensation  for  which  the  trustees  or  the  trust 
estate  have  incurred  any  liability.  Your  representa- 
tion of  the  debtor  company  in  the  reorganization 
!  proceeding  is,  as  I  view  it,  a  separate  matter  with 
i  which  we  as  trustees  are  not  concerned. 
With  kind  regards, 

Very  truly  yours, 

/s/  SIDNEY  M.  EHRMAN 

[Endorsed]  :     Filed  Feb.  11,  1949. 
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(Identification  only) 

Henry  Offennan 

Schedule  of  Preferred  Stock  of  AVestern  Pacific  Railroad  Corporation  Owned  as  at  April  1, 1948,  Showing  Date  of  Purchase  and  Cost  of  Each  Certificate 

Certificates  Held  Purchase  Confirmations  No.  of  Shares 


Date       Cert.  No.  No.  Shares 


7/14/42 
8/26/42 
2/  8/43 
2/  8/43 
4/19/43 
4/19/43 
4/19/43 
4/19/43 
4/19/43 
4/26/43 
3/25/43 
3/25/43 
3/29/43 
3/29/43 
3/  1/44 
3/  1/44 
3/  1/44 
3/  1/44 
3/  1/44 
3/  1/44 
3/  1/44 
3/  1/44 
3/  1/44 
3/  1/44 
3/  1/44 
3/  1/44 
3/  1/44 
3/  9,-44 
3/  9/44 
3/  9/44 
3/  9/44 
3/  9/44 
3/  9/44 
3/14/44 
3/14/44 
3/14/44 
3/14/44 
1  3/14/44 
'  4/25/44 
4/25/44 


D20730 

D20764 

D21282 

D21281 

D22282 

D22283 

D22284 

D22286 

D22287 

D22342 

D21834 

D21881 

D21996 

U22000 

D22456 

D22457 

D22458 

U22459 

D22460 

D22461 

D22462 

D22463 

D22464 

D22465 

D22466 

D22467 

1)042746 

1VJ2G10 

1)22011 

D22612 

1)22613 

D22614 

D22615 

1)22630 

D22631 

1)22632 

D22633 

1)22634 

D22825 

D22826 


100 
100 
100 
100 
100 
100 
100 
100 
100 
100 
100 
100 
100 
100 
100 
100 


100 
100 
3 
100 
100 
100 
100 


Trade 
Date 
Name  Bought 

Henry  Offerman 7/  7/42 

Henry  Offerman 8/13/42 

Cohen,  Simonson  &  Co.) (5/  6/43 

Cohen,  Simonson  &  Co.) (5/  6/43 

Ruth  Haiken  ) 

Ruth  Haiken  ) 

Ruth  Haiken  ) 7/  6/43 

Ruth  Haiken  ) 

Ruth  Haiken  ) 

Maude  Remsberg 7/  6/43 

Thomson  &  McKinnon 8/31/43 

ManseU  &  Co 9/20/43 

Thomson  &  McKinnon 11/  5/43 

Thomson  &  McKinnon 11/10/43 

Henry  Offerman  ) 

Henrv  Offerman  ) 

Henry  Offerman  ) 1/14/44 

Henrv  Offerman  ) 2/  2/44 

Henrv  Offerman  ) 2/  3/44 

Henrv  Offerman  ) 2/  4/44 

Henry  Offerman  ) 2/  5/44 

Henry  Offennan  ) 

Henry  Offerman  ) 

Henry  Offerman  ) 

Henry  Offerman  ) 

Henry  Offerman  ) 

Heni-y  Offerman  ) 

Henry  Offerman  ) 

Henrv  Offerman  ) 

Henrv  Offerman  ) 2/29/44 

Henry  Offerman  ) 3/  1/44 

Henry  Offerman  ) 3/  1/44 

Henry  Offerman  ) 

Henry  Offerman  ) 

Henry  Offennan  ) 

Henry  Offerman  ) 3/  7/44 

Henrj-  Offerman  ) 

Henry  Offerman  ) 

Henry  Offerman  ) 4/14/44 

Hetu-y  Offerman  ) 


Total  Cost 
Price  Per  (Including 
Share    Commissions) 


66.50 
66.50 
57.00 
52.00 


Broker 

Goodbody  &  Co. 
Goodbody  &  Co. 
R.  F.  Gladwin  &  Co. 
R.  F.  Gladwin  &  Co. 


R.  F.  Gladwin  &  Co. 


Totals. 3,903 


1/2  216.00  Goodbody  &  Co. 

1/2  54.00  Goodbody  &  Co. 

Vj  54.00  Goodbody  &  Co. 


%  250.00  Kearns  &  Williams 

%  158.00  J.  S.  Farlee  &  Co.,  Inc. 

1,639.50 


100) 
100) 


I'l 

39.50 

R.  F.  Gladwin  &  Co. 

100) 

Vf, 

14.00 

R.  F.  Gladwin  &  Co. 

100 

V, 

19.00 

R.  F.  Gladwin  &  Co. 

100 

Vr 

13.50 

Goodbody  &  Co. 

100 

Vs 

13.50 

Goodbody  &  Co. 

100 

15c 

32.00 

R.  F.  Gladwin  &  Co. 

200 

M 

34.25 

R.  F.  Gladwin  &  Co. 

103 

V, 

66.50 

R.  F.  Gladwin  &  Co. 

200 

M 

116.00 

R.  P.  Gladwin  &  Co. 

400 

Vi 

88.50 

R.  F.  Gladwin  &  Co. 

300 

Total  on 
Confirmation 


200 
400 
300 


400  400 
100  100 
100      100 


500      700 

200      200 

3.903     6,303 
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DEFENDANTS'  EXHIBIT  No.  20 

Order  No.  1 
Entered  193 

In  the  District  Court  of  the  United  States  for 
the  Northern  District  of  California,  Southern 
Division 

In  proceedings  for  the  reorganization  of  a 
railroad.   No.  1 

In  the  Matter  of 

THE  WESTERN  PACIFIC  RAILROAD 
COMPANY, 

Debtor. 
ORDER 

Upon  due  consideration  of  the  petition  of  The 
Western  Pacific  Railroad  Company,  the  above 
named  debtor,  verified  August  2,  1935,  and  filed 
herein  this  day,  stating  that  such  debtor  is  unable 
to  meets  its  debts  as  they  mature  and  that  it  desires 
to  effect  a  Plan  of  Reorganization  in  accordance 
with  Section  77  of  Chapter  VIII  of  the  Acts  of 
Congress  relating  to  bankruptcy,  and  the  Court 
being  satisfied  that  such  petition  complies  with  said 
section  and  has  been  filed  in  good  faith,  it  is  ordered : 

(1)  That  said  petition  be,  and  hereby  is,  ap- 
proved as  properly  filed  under  Section  77  of  Chapter 
VIII  of  the  Acts  of  Congress  relating  to  bank- 
ruptcy. 

(2)  That  the  debtor  be,  and  it  hereby  is,  author- 
ized and  directed,  pending  further  order  of  the  court 
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in  the  premises,  to  run,  manage,  maintain,  operate 
and  keep  in  proper  condition  and  repair  the  rail- 
roads and  property  of  the  debtor,  wherever  situated, 
whether  in  this  state,  judicial  circuit,  or  elsewhere 
and  to  manage  and  conduct  its  business  as  a  railroad 
company,  and  to  this  end  to  exercise  its  authority 
and  franchises  and  discharge  all  public  duties  obli- 
gatory upon  it,  and  to  employ  and  discharge  and  fix 
the  compensation  of  all  officers,  attorneys,  managers, 
superintendents,  agents  and  employees;  to  collect 
and  receive  the  incomes,  rents,  revenues,  tolls,  issues 
and  profits  of  said  property ;  to  collect  all  outstand- 
ing accounts  and  all  dividends  and  interest  on 
securities  belonging  to  it ;  to  exercise  such  sale,  con- 
veyance, exchange  and  release  rights  as  are  reserved 
to,  or  available  to,  the  debtor,  under  outstanding 
deeds  of  trust,  mortgages,  trust  indentures  and  simi- 
lar instruments,  and  to  use  the  proceeds  of  sale  of 
all  released  property  as  provided  in  such  instru- 
ments ;  all  in  the  same  manner  that  it  would  be  en- 
titled and  bound  to  do  in  its  own  right ;  and,  to  the 
extent  necessary  to  protect  and  preserve  the  prop- 
erty of  the  debtor,  to  make  and  pay  for  additions 
and  betterments  to  the  railroads  and  property  of 
the  debtor;  and  to  make  such  advances  to  its  sub- 
sidiary corporations  as  are  necessary  to  protect  the 
debtor's  interest  therein,  all  in  the  same  manner  that 
it  would  be  entitled  and  bound  to  do  in  its  own  right ; 
and,  to  the  extent  necessary  to  protect  and  preserve 
the  property  of  the  debtor,  to  make  and  pay  for 
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ments  with  transit  or  storage  privileges  and  other 
charges  or  adjustments  of  like  character,  between 
carriers  in  the  conduct  of  their  joint  business,  re- 
gardless of  when  accrued. 

(d)  Pending  further  order  of  this  Court  in  the 
premises,  the  debtor  hereby  is  authorized  to  pay  pay 
checks,  and  like  instruments  issued  to  employees  for 
services  rendered  to  the  debtor,  whether  before  or 
during  said  six  months'  period,  whenever  the  same 
are  presented  for  payment. 

(e)  The  cost  of  maintaining  the  corporate 
existence  of  the  debtor,  including  the  necessary  ex- 
penses of  the  preservation  of  records,  and  the  regis- 
tration and  transfer  of  its  stocks  and  bonds,  and 
trustees'  charges  under  indenture  under  which  se- 
curities of  the  debtor  have  been  issued. 

(f )  All  monthly  payments  due  from  time  to  time 
under  any  existing  pension  or  insurance  system  of 
the  debtor. 

(g)  The  expense  of  printing  pleadings,  motions, 
petitions  and  orders  now  on  file  or  hereafter  filed  in 
this  case  reasonably  necessary  to  be  printed,  in  such 
quality  as  shall  provide  copies  for  the  use  of  the 
Court,  the  debtor,  parties  to  the  cause,  and  such 
others  as  may  have  a  substantial  interest  therein; 
such  expense  to  be  taxed  as  costs  in  this  case. 

(4)  That  the  debtor  shall  be  allowed  until  Jan- 
uary 1,  1936  (unless  the  time  be  extended  further  by 
order  of  this  Court),  withm  which  to  disaffirm  any 
contracts.    Such  disaffirmance  shall  be  indicated  by 
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notice  to  that  effect,  in  writing,  served  on  the  other 
part}^  or  parties  to  such  contract,  and  filed  of  record 
in  this  proceeding,  and  continued  operation  by  the 
debtor  under  any  of  said  contracts,  within  said 
period  allowed  for  disaffirmances,  shall  not  be 
deemed  to  conclude  the  debtor  in  respect  of  such 
election,  or  to  constitute  an  election. 

(5)  That,  pending  further  order  of  the  Court  in 
the  premises,  the  debtor  is  authorized  and  empow- 
ered to  institute  or  prosecute  in  any  Court,  or  before 
any  tribunal  of  competent  jurisdiction,  all  such  suits 
and  proceedings  as  may  be  necessary,  in  its  judg- 
ment, for  the  recovery  or  proper  protection  of  its 
property  or  rights,  and  to  make  settlement  of  any 
thereof;  and  likewise  to  defend  or  liquidate,  by 
written  agreement  or  consent  judgments,  any  ac- 
tions, claims,  proceedings,  or  suits,  now  pending 
against  the  debtor,  or  which  may  hereafter  be 
asserted,  or  be  brought  in  any  Court,  or  before  any 
officer,  department,  commission  or  tribunal,  to  which 
the  debtor  is,  or  shall  be,  a  party,  but  no  payments 
shall  be  made  by  the  debtor  in  respect  of  any  such 
claims  accruing  prior  to  the  date  of  this  order,  in 
respect  of  any  actions,  proceedings,  or  suits,  on  such 
claims,  without  further  order  or  direction  of  this 
Court  except  as  may  be  provided  in  other  para- 
graphs of  this  order  and  except  such  as  may  be  per- 
mitted by  other  general  orders  hereafter  entered 
herein,  and  such  as  constitute  preferred  claims  under 
the  Acts  of  Congress  relating  to  bankruptcy ;  and  no 
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this  order  as  to  the  Court  may  at  any  time  seem 
proper. 

A.  F.  ST.  SURE, 
District  Judge 

Dated  August  2,  1935. 

Filed 

[Endorsed]     Filed  Feb.  11,  1949. 


DEFENDANTS'  EXHIBIT  No.  21 

Warren  Olney,  Jr., 

Balfour  Building, 

San  Francisco,  California. 

Pierce  &  Greer, 
15  Broad  Street, 
New  York  City, 
New  York. 

In  the  District  Court  of  the  United  States  for 
the  Northern  District  of  California,  Southern 
Division 

No.  26591-S 

In  the  Matter  of 
THE  WESTERN  PACIFIC  RAILROAD 
COMPANY, 

Debtor. 

ORDER  APPOINTING  TRUSTEES 

This  cause  coming  on  further  to  be  heard  this  dayj 
pursuant  to  subdivision  (c)  of  amendatory  Section! 
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77  of  Chapter  VIII  of  the  Acts  of  Congress  re- 
lating to  bankruptcy  and  to  the  Order  of  this  Court 
entered  herein  August  31,  1935 ; 

And  it  appearing  to  the  Court  that  debtor  has 
given  notice  as  directed  in  said  Order  entered  Au- 
gust 31,  1935,  to  the  mortgage  trustees,  creditors  and 
stockholders  and  has  caused  publication  thereof  for 
such  period  and  in  such  newspapers  as  said  Order 
directs  of  a  hearing  to  be  held  this  day  at  ten  o'clock 
in  the  forenoon,  at  which  hearing,  or  any  adjourn- 
ment thereof,  the  Court  shall  appoint  one  or  more 
trustees  of  debtor's  property,  as  provided  in  said 
amendatory  Section  77;  and  the  following  parties 
having  appeared  herein,  or  communicated  to  this 
Court  recommendations  with  respect  to  the  appoint- 
ment of  such  trustees : 

Crocker  First  National  Bank  of  San  Francisco 
and  Samuel  Armstrong,  successor  trustees,  under 
indenture  securing  debtor's  First  Mortgage  5% 
Bonds ; 

The  Chase  National  Bank  of  the  City  of  New 
York,  as  trustee  under  indenture  securing  debtor's 
General  and  Refunding  Mortgage  Bonds ; 

A.  C.  James  Co.,  holder  of  certain  of  debtor's 
secured  promissory  notes ; 

Reconstruction  Finance  Corporation,  holder  of 
certain  of  debtor's  secured  promissory  notes; 

The  Railroad  Credit  Corporation,  holder  of  cer- 
tain of  debtor's  secured  promissory  notes; 

Fidelity-Philadelphia  Trust  Co,  Trustee,  of  equip- 
ment obligations  to  Baldwin  Locomotive  Works; 
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The  Chase  National  Bank  of  the  City  of  New 
York,  as  Trustee  under  agreement  dated  March  1, 

1923,  covering  Equipment  Trust  Certificates ; 

The  Chase  National  Bank  of  the  City  of  New 
York,  as  Trustee  under  agreement  dated  March  15, 

1924,  covering  Equipment  Trust  Certificates; 

The  Chase  National  Bank  of  the  City  of  New 
York,  as  Trustee  under  agreement  dated  May  1, 
1929,  covering  Equipment  Trust  Certificates; 

The  Western  Pacific  Railroad  Corporation,  holder 
of  debtor's  obligation  for  advances  on  open  account; 

The  Western  Realty  Company,  holder  of  debtor's 
obligation  for  advances  made  on  open  account ; 

The  Western  Pacific  Railroad  Corporation,  holder 
of  debtor's  Preferred  Capital  Stock; 

The  Western  Pacific  Railroad  Corporation, 
holder  of  debtor's  common  stock; 

And  it  appearing  to  the  Court  that  the  creditors 
and  stockholders  of  the  debtor  represent  that  the 
appointment  of  trustees  herein  should  not  disturb 
the  continuity  of  operations  by  the  corporate  organi- 
zation of  the  debtor  and  should  be  at  minimum  cost 
to  the  debtor; 

And  it  further  appearing  to  the  Court  that  under 
the  by-laws  of  the  debtor,  T.  M.  Schumacher,  as 
Chairman  of  the  Executive  Committee,  is  invested 
with  general  charge  and  supervision  of  and  over  the 
a:ffairs  and  business  of  the  debtor,  and,  subject  to 
the  control  of  the  Board  of  Directors  and  Executive 
Committee,  is  given  general  supervision  and  direc- 
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tion  of  the  debtor's  business  in  all  its  departments 
and  over  all  its  officers,  agents  and  employes; 

And  it  further  appearing  to  the  Court  that 
Charles  Elsey,  President  of  the  debtor,  is  its  chief 
operating  officer,  directing  all  of  its  operations  as  a 
common  carrier,  subject  only  to  the  supervision  and 
direction  of  the  Chairman  of  the  Executive  Com- 
mittee; 

And  it  further  appearing  to  the  Court  that  the 
Chairman  of  the  Executive  Committee  has  con- 
ducted all  negotiations  as  to  the  formulation  of 
pending  form  of  reorganization  of  the  debtor  with 
representatives  of  holders  of  the  First  Mortgage 
Bonds  and  its  junior  creditors,  all  of  whom  are  in 
the  East,  including  Reconstruction  Finance  Cor- 
poration, which  is  midertaking  to  provide  up  to  ten 
million  dollars  of  new  money  to  be  expended  in  im- 
proving the  property  of  the  debtor  and  for  working 
capital ; 

And  it  further  appearing  that  Messrs  T.  M.  Schu- 
macher and  Charles  Elsey,  if  appointed  trustees  of 
the  debtor,  to  serve  with  the  additional  trustee  here- 
inafter mentioned ;  are  willing  to  serve  without  com- 
pensation other  than  that  which  they  are  now  receiv- 
ing as  such  executive  officers,  and  to  perform  all  of 
their  duties  pertaining  to  such  officers,  so  that  the 
ai)pointment  of  the  trustees  herein  will  be  without 
cost  to  the  estate  of  the  debtor,  except  the  salary  or 
compensation  of  the  additional  trustee  hereinafter 
mentioned ; 
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And  it  further  appearing  to  the  Court  that  under 
the  provisions  of  subdivision  (c)  of  said  amendatory 
Section  77,  it  is  necessary  for  the  Court  to  appoint 
an  additional  trustee,  who  within  one  year  prior 
hereto  has  not  been  an  officer,  director  or  employe  of 
the  debtor,  any  subsidiary  corporation  or  any  hold- 
ing company  connected  therewith ; 

It  Is  Hereby  Ordered: 

1.  That  T.  M.  Schumacher,  Chairman  of  the  Ex- 
ecutive Committee  of  the  debtor;  Charles  Elsey, 
President  of  the  Debtor;  and  Sidney  M.  Ehrman, 
who  within  one  year  prior  to  the  date  of  this  Order 
has  not  been  an  officer,  director  or  employe  of  the 
debtor,  any  subsidiary  corporation  or  any  holding 
company  connected  therewith,  be  and  they  hereby 
are  appointed  trustees  of  the  debtor's  property, 
which  appointments,  as  well  as  the  other  provisions 
of  this  Order,  shall  be  effective  as  of  the  beginning 
of  business  on  October  1,  1935,  upon  ratification 
thereof  by  the  Interstate  Commerce  Commission,  as 
provided  in  subdivision  (c)  of  said  amendatory 
Section  77. 

2.  That  said  trustees  shall  have  all  the  title  and 
shall  exercise,  subject  to  the  control  of  this  Court 
and  consistent  with  the  provisions  of  said  amenda- 
tory Section  77,  all  of  the  powers  of  trustees  ap- 
pointed pursuant  to  Section  44  of  said  Act ;  and,  to 
the  extent  not  inconsistent  with  said  amendatory 
Section  77,  the  powers  of  a  receiver  in  equity  pro- 
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ceeding;  and,  subject  to  the  control  of  this  Court 
and  the  jurisdiction  of  the  Interstate  Commerce 
Commission,  as  provided  by  the  Interstate  Com- 
merce Act  as  now  or  hereafter  amended,  the  power 
to  operate  the  business  of  the  debtor,  which  business 
shall  be  conducted  in  the  name  of  the  debtor  by  its 
regularly  elected  or  appointed  corporate  officers, 
agents  and  employes,  but  under  and  subject  to  the 
direction  of  said  trustees. 

3.  That  said  trustees  shall  have  all  of  the  powers, 
rights,  privileges,  duties  and  obligations  heretofore 
granted  to  or  imposed  upon  the  debtor  pursuant  to 
the  Order  of  this  Court  entered  herein  August  2, 
1935,  and  any  and  all  orders  supplementary  thereto 
or  amendatory  thereof;  and  each  and  all  of  the 
orders  heretofore  entered  in  this  proceeding  shall, 
with  respect  to  the  said  trustees  and  the  property 
of  the  debtor,  be  of  like  force  and  effect  as  though 
said  trustees  were  therein  specifically  named  in  the 
place  of  the  debtor,  all  of  said  orders  being  hereby 
incorporated  in  and  made  a  part  of  this  Order  by 
reference. 

4.  That  within  five  days  from  and  after  October 
1,  1935,  each  of  said  trustees  shall  execute  and  file 
with  the  Clerk  of  this  Court  a  bond  or  bonds  with 
one  or  more  sureties  approved  by  the  Clerk  of  this 

I  Court,  for  the  benefit  of  whom  it  may  concern,  in 

I  the  sum  of  Twenty-five  thousand  dollars,  conditioned 

to  the  effect  that  they  will  well  and  truly  perforin 
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the  duties  of  their  office  and  duly  account  for  any 
moneys  or  properties  which  may  come  into  their 
hands,  and  abide  by  and  perform  all  things  which 
they  shall  be  directed  by  the  Court  to  do. 

5.  That  this  Court  reserves  full  right  and  juris- 
diction to  make  from  time  to  time  such  additional 
orders  herein  as  to  the  Court  shall  seem  proper,  as 
well  as  any  orders  amplifying,  extending,  limiting 
or  otherwise  modifying  this  Order,  and  in  all  re- 
spects to  regulate  and  control  the  conduct  of  said 
trustees. 

Dated:     September  23, 1935. 

A.  F.  ST.  SURE, 

District  Judge. 

[Endorsed] :     Filed  Feb.  11, 1949. 
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In  the  District  Court  of  the  United  States,  for  the 
Northern  District  of  California,  Southern 
Division 

No.  26591-S 

In  the  Matter  of 

THE  WESTERN  PACIFIC  RAILROAD  COM- 
PANY, 

Debtor. 

OPINION  AND  ORDER  CONFIRMING  THE 
APPOINTMENT  OF  TRUSTEES  AS  AP- 
POINTED BY  THE   COURT  AND  RATI- 
FIED BY  THE  INTERSTATE  COMMERCE 
,         COMMISSION 

The  above  proceeding  was  initiated  on  August 
2,  1935,  by  the  filing  of  a  petition  by  the  debtor 
representing  that  it  was  unable  to  meet  its  financial 
obligations  as  they  became  due  and  praying  for  the 
opportunity  to  effect  a  reorganization  under  the 
provisions  of  Section  77  of  the  Bankruptcy  Act. 
k  At  the  time  the  petition  was  filed  the  Bankruptcy 
Act  made  it  optional  with  the  Court  either  to  allow 
the  debtor  to  remain  in  possession  of  and  to  con- 
tinue to  operate  its  railroad  and  other  properties 
during  the  pendency  of  the  reorganization  proceed- 
ing, or  to  api)oint  a  trustee  or  trustees  for  that  pur- 
pose. 

It  was  represented  to  the  Court  that  there  was  no 
occasion  to  appoint  a  trustee  or  trustees;  that  Mr. 
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Charles  Elsey,  a  resident  of  this  district  and  who 
maintained  his  office  in  San  Francisco,  was  the 
President  of  the  Company  and  in  immediate  charge 
of  the  debtor's  railroad  and  properties;  that  he 
had  been  in  the  service  of  the  Company  for  many 
years  and  was  thoroughly  familiar  with  its  prop- 
erties and  its  various  problems;  that  he  managed 
its  affairs  efficiently  and  economically;  that  he  had 
not  come  into  the  service  of  the  Company  at  the 
instance  of  any  particular  interest,  nor  did  he 
represent  any  particular  interest ;  that  if  no  trustee 
were  appointed,  he  would  continue  as  President  of 
the  Company,  to  manage  and  operate  its  railroad 
and  properties;  and  that  he  could  be  fully  relied 
upon  to  do  so  faithfully  and  efficiently  and  in  the 
interest  of  all  parties  concerned  without  distinction 
between  them. 

The  Court  inquired  into  the  representations  so 
made  and  examined  Mr.  Elsey  under  oath,  and  came 
to  the  opinion  that  the  representations  were  true, 
that  the  control,  operation  and  management  of  the 
debtor's  properties  could  safely  be  left  to  him  as  the 
President  of  the  debtor,  and  that  no  useful  purpose 
would  be  served  by  the  appointment  of  a  trustee 
or  trustees. 

Because  of  this  conclusion,  the  Court  in  its  order 
approving  the  petition  of  the  debtor  as  properly 
filed,  refrained  from  appointing  a  trustee  and 
authorized  and  directed  the  debtor  to  continue  in 
the  possession  and  operation  of  its  properties.  At 
the  time  the   Court  made  this  order  it  explicitly 
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informed  Mr.  Elsey  that  the  properties  of  the  debtor 
were  now  in  the  custody  of  the  Court  and  his  pri- 
mary obligation  was  to  the  Court  and  the  Court 
relied  upon  him  to  see  to  it  that  the  properties  were 
properly  and  economically  managed  and  operated, 
and  received  from  Mr.  Elsey  his  assurance  that  he 
so  understood  and  would  govern  himself  accord- 
ingly. Since  that  time  the  Court  has  had  no  reason 
to  doubt  the  correctness  of  its  opinion  as  to  the 
truth  of  the .  representations  made  to  it  concerning 
Mr.  Elsey,  or  its  confidence  in  the  assurances  given 
by  him. 

Subsequently  to  the  order  referred  to,  the  Bank- 
ruptcy Act  was  amended  by  Congress,  making  it 
mandatory  upon  the  Court  to  appoint  one  or  more 
trustees,  and  providing  that  if  one  who  was  con- 
nected with  the  debtor  were  appointed,  there  should 
also  be  appointed  one  who  had  no  such  connection, 
such  appointment  to  be  subject  to  confirmation  by 
the  Interstate  Commerce  Commission. 

Immediately  upon  such  amendment  being  made, 
the  Court  proceeded,  on  formal  hearing  in  the  man- 
ner required  by  the  Act,  to  appoint  trustees  for  the 
property  of  this  particular  debtor.  The  Court  de- 
sired that  at  least  one  trustee  should  be  a  person 
residing  within  the  district,  experienced  in  railroad 
management  and  familiar  wdth  the  railroad  of  the 
particular  debtor  and  in  whom  the  Court  had  con- 
fidence.  Such  a  person  was  Mr.  Elsey. 

The  large  creditors  of  the  debtor  and  the  con- 
trolling stockholding  interest  in  it,  requested  the 
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appointment  of  Mr.  T.  M.  Sclinmaclier,  Chairman 
of  the  Executive  Committee  of  the  debtor,  repre- 
senting that  he  had  conducted  all  negotiations  look- 
ing to  the  formulation  of  a  plan  of  reorganization. 
Mr.  Schumacher  has  his  residence  and  his  office 
in  New  York.  The  Court  was  willing  to  accede  to 
this  request,  provided  there  was  also  appointed  as 
trustee  one  who  resided  and  had  his  office  in  this 
district  and  could  attend  to  the  immediate  man- 
agement and  operation  of  the  property. 

The  selection  of  Mr.  Elsey  and  Mr.  Schumacher 
required  the  selection  of  a  third  trustee  not  con- 
nected with  the  debtor.  As  such  trustee  the  Court 
selected  Mr.  Sidney  M.  Ehrman,  a  lawyer  of  large 
experience,  in  whose  discernment,  judgment  and 
integrity  it  had  full  confidence. 

For  the  reasons  stated,  the  Court  appointed  three 
persons  named.  This  appointment  being  made,  the 
Interstate  Commerce  Commission  w^as  petitioned 
to  ratify  it.  The  Commission  has  now  made  its 
order  ratifying  the  appointment  of  Mr.  Schumacher 
and  Mr.  Ehrman,  but  declining  to  ratify  that  of  Mr. 
Elsey. 

It  is  evident  that  looking  at  the  trustees  as  a 
unit,  a  board,  as  it  were,  the  composition  of  the 
board  without  Mr.  Elsey  is  very  different  from  that 
which  the  Court  contemplated.  The  Court  conceives 
that  the  primary  duty  of  the  trustees  is  to  manage 
and  operate  the  railroad  and  other  properties  of 
the  debtor  while  they  are  in  the  custody  of  the 
Court,  and  for  this  reason  the  Court  desired  that 
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one  of  the  trustees  should  be  a  person  who  could 
devote  himself  on  the  ground  to  the  immediate  and 
active  management  of  the  debtor's  railroad  and 
property.  Neither  Mr.  Schumacher  or  Mr.  Ehrman 
is  in  a  position  to  do  this.  The  Court  has  also  some 
doubt  as  to  the  feasibility,  or  at  least  the  efficiency, 
of  an  administration  by  two  trustees,  the  concur- 
rence of  both  of  whom  is  necessay  for  any  action 
taken,  and  one  of  whom  resides  in  San  Francisco 
and  the  other  in  New  York. 

The  Court  has  the  power  to  revoke  the  appoint- 
ments already  made  and  to  make  new  appointments 
conforming  to  what  it  believes  the  necessities  of  the 
case  require,  such  new  appointments,  of  course,  to 
be  subject,  in  turn,  to  ratification  by  the  Com- 
mission. That  course,  however,  would  cause  con- 
siderable delay,  which  is  to  be  avoided  if  possible, 
and  the  Court  believes  that  the  particular  object 
it  had  in  mind  by  the  appointment  of  Mr.  Elsey 
can  be  substantially  accomplished  by  the  trustees 
lemploying  him  as  their  agent  to  manage  the  rail- 
iroad  and  properties  of  the  debtor.  The  Court  has 
|3onsulted  with  Mr,  Elsey,  who  has  expressed  his 
;vil]ingness  to  act  in  that  capacity. 

It  Is  Therefore  Hereby  Ordered : 

1.  That  T.  M.  Schumacher  and  Sidney  M.  Ehr- 
'nan  be  and  the  same  are  the  trustees  of  the  prop- 
erties of  the  debtor,  duly  appointed  by  this  Court 
j-nd  ratified  by  the  Interstate  Commerce  Com- 
|Qission. 
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2.  That  each  of  said  trustees  shall  forthwith  and 
within  ten  (10)  days  from  the  date  hereof  execute 
and  file  with  the  Clerk  of  this  Court  a  bond  or 
bonds,  with  one  or  more  sureties  approved  by  the 
Clerk  of  this  Court,  for  the  benefit  of  whom  it  may 
concern,  in  the  sum  of  $25,000,  conditioned  to  the 
effect  that  he  will  well  and  truly  perform  the  duties 
of  his  office  and  duly  account  for  any  moneys  or 
properties  which  may  come  into  his  hands  and  abide 
by  and  perform  all  things  which  he  shall  be  directed 
by  the  Court  to  do.  I 

3.  That  said  trustees  be  and  they  are  hereby 
instructed  and  directed  to  engage  Charles  Elsey 
as  their  agent  to  operate  and  manage  the  railroad 
and  properties  of  the  debtor. 

4.  That  said  trustees  shall  have  all  the  title  and 
shall  exercise,  subject  to  the  control  of  this  Court 
and  consistent  with  the  provisions  of  amendatory 
Section  77  of  Chapter  VIII  of  the  Acts  of 
Congress  relating  to  bankruptcy,  all  of  the  powers 
of  trustees  appointed  pursuant  to  Section  44  of  said 
Act;  and,  to  the  extent  not  inconsistent  with  said 
Section  77,  the  powers  of  a  receiver  in  equity  pro- 
ceedings; and,  subject  to  the  control  of  this  Court 
and  the  jurisdiction  of  the  Interstate  Commerce 
Commission  as  provided  by  the  Interstate  Com- 
merce Act  as  it  now^  exists  or  may  hereafter  be 
amended,  the  power  to  conduct  the  business  of  the 
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debtor,   with   authority   to   them  to   conduct   such 
business  to  the  extent  they  deem  advisable  in  the 
name  of  the  debtor  and  by  its  officers,  agents,  and 
employees. 

5.  That  said  trustees  shall  have  all  of  the  powers, 
rights,  privileges,  duties  and  obligations  hereto- 
fore granted  to  or  imposed  upon  the  debtor  by  the 
order  of  this  Court  entered  herein  August  2,  1935, 
and  any  and  all  orders  supplementary  thereto  or 
amendatory  thereof ;  and  each  and  all  of  the  orders 
heretofore  entered  in  this  proceeding  shall,  except 
so  far  as  the  same  are  not  inconsistent  with  the 
express  provisions  of  this  order,  be  of  like  force 
and  effect  with  respect  to  the  said  trustees  and  the 
property  of  the  debtor  as  though  said  trustees  were 
therein  specifically  named  in  the  place  of  the  debtor, 
all  of  said  orders  being  hereby  incorporated  in  and 
made  a  part  of  this  order  by  reference. 

6.  That  this  Court  reserves  full  right  and  juris- 
diction to  make  from  time  to  time  such  additional 
orders  herein  as  to  the  Court  shall  seem  proper,  as 
well  as  any  orders  amplifying,  extending,  limiting 
or  otherwise  modifying  this  order,  and  in  all  re- 
F^pects  to  regulate  and  control  the  conduct  of  said 
trustees. 

Dated:     November  9,  1935. 

A.  F.  ST.  SURE, 

United  States  District  Judge. 

[Endorsed] :     Filed  Feb.  11,  1949. 
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Whitman,  Hansom,  Coulson  &  Goetz, 
40  Wall  Street, 
New  York  (5),  N.  Y. 

Original  Filed  Dec.  17,  1943. 
With  Clerk,  U.  S.  Dist.  Court, 
San  Francisco. 

In  the  District  Court  of  the  United  States  for  the 
Northern  District  of  California,  Southern 
Division 

No.  26591-S 

In  the  Matter  of 

THE  WESTERN  PACIFIC  RAILROAD  COM- 
PANY, 

Debtor. 

ORDER  AUTHORIZING  AND  DIRECTING 
TRANSFER  OF  PREFERRED  AND  COM- 
MON STOCK  OF  THE  DEBTOR  TO  THE 
REORGANIZATION  COMMITTEE  AND 
APPROVING  ACTION  OF  THE  COMMIT- 
TEE IN  JOINING  IN  A  CONTRACT  FOR 
SECURING  CONTROL  OF  SUCH  STOCK 
AND  ACTS  OF  THE  COMMITTEE  IN  CON- 
NECTION WITH  SUCH  CONTRACT 

The  petition  filed  December  1,  1943,  by  Frederick 
H.  Ecker,  Frank  C.  Wright  and  Robert  E.  Coulson, 
the  Reorganization  Committee  designated  to  put 
into  effect  and  carry  out  the  plan  of  reorganization 
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of  the  debtor  above  named,  for  an  order  author- 
izing and  directing  transfer  of  the  preferred  and 
common  stock  of  the  debtor  to  the  Reorganization 
Committee  and  approving  action  of  the  Committee 
in  joining  in  a  contract  for  securing  control  of  such 
stock  and  other  acts  of  the  Committee  in  connection 
with  such  contract,  came  on  duly  to  be  heard  and 
was  heard  this  day  and  thereupon  submitted. 

The  Court,  being  fully  advised,  finds  that  notice 
of  the  hearing  upon  said  petition  has  been  given 
as  prescribed  by  the  order  of  this  Court  dated  De- 
cember 1,  1943,  that  all  of  the  averments  of  said 
petition  are  true,  that  the  transfer  and  delivery  by 
The  Western  Pacific  Railroad  Corporation  of  the 
I   preferred  and  common  stock  of  the  debtor  company 
,   to  the  Reorganization  Committee  is  necessary  for 
I   carrying  out  and  making  effective  the  plan  of  reor- 
I   ganzation  of  the  debtor,  and  that  it  is  for  the  best 
j   interests  of  the  estate  of  the  debtor  that  this  order 
be  made. 

Now,  Therefore,  It  Is  Hereby  Ordered,  Adjudged 
and  Decreed: 

1.  That  the  Western  Pacific  Railroad  Corpora- 
tion, in  order  to  carry  out  and  make  effective  the 
plan  of  reorganization  of  the  debtor,  be  and  hereby 
is  directed  to  assign,  transfer  and  deliver  or  cause 
to  be  assigned,  transferred  and  delivered  to  the  Re- 
organization Committee  or  its  nominee,  all  of  the 
preferred  and  common  stock  of  the  debtor  company ; 
provided  that  such  assignment,  transfer  and  delivery 
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shall  be  made  at  the  time  and  place  fixed  in  a  writ- 
ten request  of  the  Reorganization  Committee; 

2.  That  the  action  of  the  Reorganization  Com- 
mittee in  joining  in  and  becoming  a  party  to  the 
agreement  dated  November  22, 1943,  with  The  West- 
ern Pacific  Railroad  Corporation  and  its  secured 
creditors,  a  copy  of  which  was  filed  with  the  Court 
on  December  1,  1943,  be  and  the  same  hereby  is  in 
all  respects  approved; 

3.  That  the  Reorganization  Committee  is  hereby 
authorized,  in  its  discretion,  to  make  written  re- 
quest upon  The  Western  Pacific  Railroad  Corpora- 
tion for  the  assignment,  transfer  and  delivery  of  the 
preferred  and  common  stock  of  the  debtor  company 
and  for  such  other  action  by  The  Western  Pacific 
Railroad  Corporation  as  the  Reorganization  Com- 
mittee may  deem  necessary  or  convenient  for  the 
purpose  of  carrying  out  and  making  effective  the 
plan  of  reorganization  of  the  debtor,  and  the  Reor- 
ganization Committee  is  authorized  to  accept  trans- 
fer of  such  stock  for  the  purpose  of  carrying  out 
and  making  effective  the  plan  of  reorganization 
of  the  debtor;  and 

4.  That  the  Reorganization  Committee  be  and 
hereby  is  authorized  to  file  with  the  Interstate  Com- 
merce Commission  such  applications  for  authority 
or  approval  as  may  be  appropriate  in  providing  for 
the  payment  of  stock  transfer  taxes  out  of  the 
debtor's  estate  in  respect  of  the  transfer  of  the  pre- 
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ferred  and  common  stock  of  the  debtor  company  if 
any  such  taxes  shall  lawfully  be  applicable. 

Dated:     December  17,  1943. 

A.  F.  ST.  SURE. 

[Endorsed] :     Filed  Feb.  11,  1949. 
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Pillsbury,  Madison  and  Sutro, 
Standard  Oil  Building, 
San  Francisco,  California. 

Whitman,  Ransom,  Coulson  &  Goetz, 
40  Wall  Street, 
New  York  5,  N.  Y. 

Filed  Oct.  23,  1944. 

C.  W.  Calbreath,  Clerk. 

In  the  District  Court  of  the  United  States  for  the 
Northern  District  of  California,  Southern 
Division 

No.  26591-S 

In  the  Matter  of 

THE  WESTERN  PACIFIC  RAILROAD  COM- 
PANY, 

Debtor. 

ORDER  APPROVING  DESIGNATIONS  BY 
THE  REORGANIZATION  COMMITTEE 
UNDER  THE  PLAN  OF  REORGANIZA- 
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TION  OF  THE  DEBTOR,  OF  THE  TRUS- 
TEES, TRANSFER  AGENTS,  REGIS- 
TRARS, SCRIP  AGENT,  DEPOSITARY 
AND  EXCHANGE  AGENT  AND  EN- 
GRAVER AND  PRINTER  OF  SECURI- 
TIES FOR  PURPOSES  OF  THE  PLAN 
OF  REORGANIZATION  AND  AUTHORIZ- 
ING AGREEMENTS  OR  ARRANGEMENTS 
PROPOSED  BY  SAID  COMMITTEE  FOR 
THEIR  COMPENSATION  AND  EX- 
PENSES 

The  petition  filed  on  September  28,  1944,  by 
Frederick  H.  Ecker,  Frank  C.  Wright  and  Robert 
E.  Coulson,  the  Reorganization  Committee  desig- 
nated to  put  into  effect  and  carry  out  the  plan  of 
reorganization  of  the  debtor  above  named,  for  an 
order  approving  designations  by  the  Reorganiza- 
tion Committee  of  the  trustees,  transfer  agents, 
registrars,  scrip  agent,  depositary  and  exchange 
agent  and  engraver  and  printer  of  securities  for 
purposes  of  the  plan  of  reorganization  and  author- 
izing agreements  or  arrangements  proposed  by  said 
Committee  for  their  compensation  and  expenses, 
duly  came  on  to  be  heard  and  was  heard  on  the 
16th  day  of  October,  1944,  and  has  been  submitted. 

The  Court  being  duly  advised  in  the  premises 
finds  that  due  and  proper  notice  of  the  hearing 
upon  said  petition  in  the  form  prescribed  by  the 
order  of  this  Court  dated  and  filed  on  the  29th  day 
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of  September,  1944,  has  been  admitted  by  all  parties 
named  in  said  order  and  that  all  of  the  allegations 
and  representations  contained  in  the  petition  are 
true.    The  Court  further  finds  and  concludes: 

(a)  The  determinations  made  by  the  Reorgan- 
ization Committee  as  to  the  services  which  will  be 
required  in  connection  with  the  preparation  and 
initial  issuance  of  the  new  securities  and  the  deposit 
of  existing  securities  in  connection  with  carrying 
out  and  making  effective  the  plan  of  reorganization, 
and  of  the  services  to  the  reorganized  company  in 
connection  with  the  securities  to  be  issued  under 
the  plan,  after  its  consummation,  and  the  tentative 
selections  made  by  said  Committee  of  the  banking 
institutions  and  of  an  engraver-printer  to  perform 
services  in  said  respects,  are  appropriate  for  the 
purposes  of  the  plan  and  should  be  approved ;  and 

(b)  The  arrangements  proposed  by  the  Reorgan- 
ization Committee  for  the  compensation  of  the 
several  banking  institutions  which  will  perform 
services  in  connection  with  the  initial  issuance  of 
new  securities  and  the  consummation  of  the  plan, 
on  the  general  basis  of  per  piece  charges  (i)lus,  in 
some  instances,  certain  expenses),  subject  to  a 
maximum  limit  regardless  of  the  number  of  bond, 
stock  or  scrip  pieces  that  may  actually  be  required, 
are  reasonable  and  appropriate  and  should  be  ap- 
proved. 
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Now,  Therefore,  It  Is  Hereby  Ordered,  Adjudged 
and  Decreed: 

(1)  That  the  designations  of  banking  institu- 
tions tentatively  made  by  the  Reorganization  Com- 
mittee, as  listed  below,  be  and  hereby  are  approved, 
subject,  in  the  instance  of  the  Chase  National  Bank 
of  the  City  of  New  York,  as  New  York  paying 
agent  and  registrar  of  the  new  first  mortgage  bonds, 
Crocker  First  National  Bank  of  San  Francisco, 
as  San  Francisco  registrar  of  the  general  mortgage 
bonds  and  as  San  Francisco  registrar  of  both  the 
preferred  and  common  stocks,  and  Wells  Fargo 
Bank  &  Union  Trust  Co.,  as  San  Francisco  transfer 
agent  of  both  said  stocks,  to  the  determination  of 
the  Reorganization  Committee  that  the  charges 
which  will  be  made  to  the  reorganized  company 
after  the  consummation  of  the  plan  will  be  satis- 
factory, namely:  Banking  Institutions  Approved, 
Showing  Location  and  Function. 

First  Mortgage 

Crocker  First  National  Bank  of  San  Francisco, 
Trustee  and  Registrar,  San  Francisco. 

The  Chase  National  Bank  of  the  City  of  New 
York,  Paying  Agent  and  Registrar,  New  York. 

General  Mortgage 

The  Chase  National  Bank  of  the  City  of  New 
York,  Trustee  and  Registrar,  New  York. 
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Crocker  First  National  Bank  of  San  Francisco, 
Registrar,  San  Francisco. 

Preferred  Stock  and  Common  Stock 

Central  Hanover  Bank  and  Trust  Company, 
Transfer  Agent,  New  York. 

Wells  Fargo  Bank  &  Union  Trust  Co.,  Transfer 
Agent,  San  Francisco. 

City  Bank  Farmers  Trust  Company,  Registrar, 
New  York. 

Crocker  First  National  Bank  of  San  Francisco, 
Registrar,  San  Francisco. 

Script  for  General  Mortgage  Bonds,  Preferred 
Stock  and  Common  Stock 

City    Bank    Farmers    Trust    Company,     Scrip 
I  Agent,  New  York. 

Consummation  of  Plan 

Guaranty  Trust  Company  of  New  York,  Deposi- 
tary and  Exchange  Agent,  New  York. 

(2)  That  the  designation  tentatively  made  by 
tlie  Reorganization  Committee  of  the  Security 
Banknote  Company  as  engraver  and  printer  of  the 
securities  required  for  the  consummation  of  the 
1)1  an  be  and  hereby  is  approved. 

(3)  That  the  Reorganization  Committee  be  and 
hereby  is  authorized  to  make  arrangements,  by  such 
Committee  resolution  or  form  of  agreement  as  said 
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Committee  upon  advice  of  counsel  may  determine, 
for  compensation  to  be  paid  out  of  the  debtor's 
estate  prior  to  the  consummation  of  the  plan,  or 
thereafter  by  the  reorganized  company,  to  said 
banking  institutions  and  said  engraver-printer  in 
connection  with  the  preparation  and  initial  issuance 
of  the  new  securities  and  the  deposit  of  existing 
securities  required  to  carry  out  and  make  effective 
the  plan,  upon  the  general  basis  of  a  per  piece 
charge  (plus,  in  some  instances,  certain  expenses), 
subject  to  a  maximum  limit  regardless  of  the  num- 
ber of  bond,  stock  or  scrip  pieces  that  may  actually 
be  required  and  subject  to  such  modifications  of  the 
arrangements  proposed  in  the  petition  as  may  be 
deemed  by  said  Committee  to  be  necessary  or  ap- 
propriate. 

Dated:     October  23, 1944. 

A.  F.  ST.  SURE, 
District  Judge. 

[Endorsed] :     Filed  Feb.  11,  1949. 
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DEFENDANT'S  EXHIBIT  No.  24B 

Pillsbuiy,  Madison  &  Sutro, 
Standard  Oil  Building, 
San  Francisco,  California. 

Whitman,  Ransom,  Coulson  &  Goetz, 

40  Wall  Street, 

New  York  5,  New  York. 

Filed  Oct.  23, 1944 

C.  W.  Calbreath,  Clerk 

In  the  District  Court  of  the  United  States,  for  the 
Northern  District  of  California  Southern  Di- 
vision 

No.  26591-S 

In  the  Matter  of 
THE  WESTERN  PACIFIC  RAILROAD  COM- 
PANY, 

Debtor. 

ORDER  MAKING  AN  ALLOWANCE  TO  BE 
PAID  OUT  OF  THE  DEBTOR'S  ESTATE 
FOR  CERTAIN  EXPENSES  INCURRED 
AND  TO  BE  INCURRED  IN  CONNEC- 
TION WITH  THE  PROCEEDINGS  AND 
PLAN  OF  REORGANIZATION  BY  THE 
REORGANIZATION  COMMITTEE 

The  petition  filed  on  September  28,  1944,  by  Fred- 
erick H.  Ecker,  Frank  C.  Wright  and  Robert  E. 
Coulson,  the  Reorganization  Committee  designated 
to  put  into  effect  and  carry  out  the  plan  of  reorgan- 
ization of  the  debtor  above  named,  for  an  order 
making  an  allowance  to  be  paid  out  of  the  debtor's 
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estate  for  certain  expenses  incurred  and  to  be  in- 
curred in  connection  with  the  proceedings  and  plan 
of  reorganization  by  the  Reorganization  Committee, 
duly  came  on  to  be  heard  and  was  heard  on  the  16th 
day  of  October,  1944,  and  has  been  submitted. 

The  Court  being  fully  advised  in  the  premises, 
finds  that  due  and  proper  notice  of  the  hearing 
upon  said  petition  in  the  form  prescribed  by  the 
order  of  this  Court  dated  and  filed  on  the  29th  day 
of  September,  1944,  has  been  admitted  by  all  parties 
named  in  said  order  and  that  all  of  the  allegations 
and  representations  contained  in  the  petition  are 
true.    The  Court  further  finds  and  concludes: 

(a)  That,  pursuant  to  Section  77(c)  (12)  of  the 
Bankruptcy  Act,  the  Interstate  Commerce  Commis- 
sion by  its  order  dated  September  7,  1944,  has  fixed 
the  maximum  limit  for  reasonable  and  necessary  ex- 
penses of  the  Reorganization  Committee,  other  than 
the  fees  and  expenses  of  the  attorneys  for  said  Com- 
mittee, in  the  amount  of  $197,111.23,  of  which  the 
amount  of  $60,638.48  constitutes  the  maximum  limit 
fixed  for  the  contingent  tax  liability  described  in 
said  order  and  the  amount  of  $136,472.75  consti- 
tutes the  maximum  limit  fixed  for  all  other  pur- 
poses, without  limitation  as  to  individual  amounts 
with  respect  to  component  items,  as  described  in 
said  order; 

(b)  That  for  the  purpose  of  enabling  the  Reor- 
ganization Committee  to  perform  its  proper  func- 
tions in  an  orderly  and  expeditious  manner,  the 
procedure  for  auditing  and  payment  of  bills   or 
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statements  of  expenditures,  and  for  the  advance- 
ment of  funds  to  said  Committee,  which  is  set  forth 
in  paragraphs  4  and  5  of  the  petition  upon  which 
this  order  is  made,  is  appropriate  and  advisable  and 
should  be  approved. 

(c)  That  certain  expenses  heretofore  incurred 
by  the  Reorganization  Committee,  in  the  aggregate 
amount  of  $3,144.00,  the  detail  of  which  was  sub- 
mitted to  the  Court  upon  the  hearing,  were  properly- 
incurred  and  are  within  the  scope  of  the  order  of 
the  Interstate  Commerce  Conmiission,  dated  Sep- 
tember 7,  1944. 

Now,  Therefore,  It  Is  Hereby  Ordered,  Adjudged 
and  Decreed: 

(1)  That  an  allowance  to  be  paid  out  of  the 
debtor's  estate  for  the  actual  and  reasonable  ex- 
penses incui'red  and  to  be  incurred  by  the  Reorgan- 
ization Committee  under  the  plan  of  reorganiza- 
tion of  The  Western  Pacific  Railroad  Company, 
exclusive  of  fees  and  expenses  of  said  Committee's 
counsel,  is  hereby  made  in  the  aggregate  amount  of 
$197,111.23,  or  so  much  thereof  as  may  be  required 
in  carrying  out  the  plan,  of  which  the  amount  of 
$60,638.48,  or  so  much  thereof  as  may  be  required, 
is  allowed  for  the  contingent  tax  liability  described 
in  the  order  of  the  Interstate  Commerce  Commis- 
sion of  September  7,  1944,  and  the  amount  of  $136,- 
472.75,  is  allowed  for  all  other  expenses  without 
limitation  as  to  individual  amounts  with  respect  to 
component  items,  as  described  in  said  order  ; 

(2)  That  the  Trustees  of  the  debtor's  estate  be 
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and  hereby  are  directed  to  reimburse  the  Reorgani- 
zation Committee  and  its  officers  and  members  out 
of  the  debtor's  estate  for  certain  expenditures  here- 
tofore incurred  by  them,  in  the  aggregate  amount  of 
$3,144.00,  the  detail  of  which  was  submitted  to  the 
Court  upon  the  hearing. 

(3)  That  further  payments  of  the  actual  and 
reasonable  expenses  of  the  Reorganization  Commit- 
tee (whether  incurred  before  or  after  the  date  of 
this  order)  be  made  out  of  the  debtor's  estate  by 
the  Trustees  thereof,  so  long  as  said  Trustees  are  in 
control  of  the  same,  and  thereafter  by  the  reorgan- 
ized company,  by  the  following  procedure : 

(a)  The  Reorganization  Committee  shall  ap- 
prove bills  or  statements  of  expenditures  by  voucher 
or  covering  letter,  as  may  be  convenient,  signed  by 
the  Chairman  or  Secretary  of  the  Committee,  and 
shall  submit  the  same  to  the  Treasurer  for  the  Trus- 
tees of  the  debtor  or  of  the  reorganized  company,  as 
the  case  may  be ; 

(b)  The  Auditor  for  the  Trustees  of  the  debtor 
or  of  the  reorganized  company,  as  the  case  may  be, 
shall  examine  all  such  bills  or  statements  and,  if 
satisfied  they  are  in  order  and  that  the  items 
covered  thereby  are  within  the  scope  of  the  order 
of  the  Interstate  Commerce  Commission,  dated  Sep- 
tember 7,  1944,  shall  approve  them  for  payment, 
subject  to  the  maximum  limit  of  $136,472.75  con- 
tained in  said  order  of  said  Commission,  and  said 
Treasurer  shall  then  make  payment  of  the  same 
upon  such  approval  by  said  Auditor; 
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(c)  Said  Auditor  shall  keep  a  separate  and  de- 
tailed account  of  all  such  bills  and  statements  so 
honored  and  shall  make  reports  thereof  to  the  Court 
within  a  reasonable  time  after  the  close  of  each 
month  in  which  any  such  bills  or  statements  are 
honored ; 

(4)  That  funds  for  the  payment  of  actual  and 
reasonable  expenses  of  the  Reorganization  Commit- 
tee may  be  advanced  to  it,  from  time  to  time,  out 
of  the  debtor's  estate  or  by  the  reorganized  com- 
pany, as  aforesaid,  upon  written  request  to  said 
Treasurer,  setting  forth  the  purpose  of  such  ad- 
vances and  signed  by  the  chairman  or  secretary  of 
said  Committee.  Said  request  shall  be  audited  and 
reported  to  the  Court  by  said  Auditor  under  the 
procedure  set  forth  in  paragraph  (3)  of  this  order. 
Said  Committee  shall  account  to  said  Auditor,  from 
time  to  time,  for  all  advances  and  shall  file  with  him 
all  receipts  or  other  evidences  of  expenditures  paid 
from  such  advances,  and  shall  return  any  unex- 
pended portion  thereof  to  said  Treasurer. 

(5)  All  such  further  payments  and  advances  to 
the  Reorganization  Committee  under  the  provisions 
of  this  order  shall  be  subject  to  final  approval  and 
allowance  by  this  Court,  at  such  time  or  times  and 
upon  such  showing  as  the  Court  may  direct. 

Dated,  October  23, 1944. 

A.  F.  ST.  SURE, 
District  Judge. 

[Endorsed]  :     Filed  Feb.  11, 1949. 


1944        Western  Pacific  R.R.  Corp.,  et  al.,  vs. 

DEFENDANT'S  EXHIBIT  No.  25 

Allan  P.  Matthew, 
1500  Balfour  Building, 
San  Francisco,  4,  California. 

Filed  April  30, 1945, 
C.  W.  Calbreath,  Clerk 

In  the  District  Court  of  the  United  States,  for  the 
Northern  District  of  California,  Southern  Di- 
vision 

No.  26591-S 

In  the  Matter  of 
THE  WESTERN  PACIFIC  RAILROAD  COM- 
PANY, 

Debtor. 

NINTH  AND  FINAL  REPORT  AND  AC- 
COUNTING BY  THE  TRUSTEES  OF  THE 
PROPERTY  OF  THE  DEBTOR,  AND  PE- 
TITION FOR  APPROVAL  OF  THEIR 

ACTS  AND  ACCOUNTS,  FOR  THEIR  DIS- 
CHARGE AS  TRUSTEES  AND  FOR  THE 
EXONERATION  OF  THEIR  BONDS 
T.  M.  Schumacher  and  Sidney  M.  Ehrman,  the 
Trustees  of   the   properties   of   the   Debtor   above 
named,   hereinafter   referred   to    as   the    Trustees, 
hereby  render  their  Ninth  and  Final  Report  and 
Accounting  of  Their  Administration  of  the  Prop- 
erties of  the  Debtor,  and  Petition  for  the  Approval 
of  Their  Acts  and  Accounts,  for  Their  Discharge  as 
Trustees  and  for  the  Exoneration  of  Their  Bonds, 
as  follows: 
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I. 

A  statement  of  account  showing  the  cash  receipts 
and  disbursements  of  the  Trustees  for  the  period 
from  January  1,  1944,  through  December  31,  1944, 
is  attached  hereto  as  Exhibit  1.  The  Trustees  have 
filed  periodically  with  the  Clerk  of  the  Court  during 
the  year  1944,  copies  of  monthly  reports  giving  op- 
erating results  and  general  statistics  of  the  admini- 
stration of  the  property  and  also  monthly  general 
balance  sheets.  The  total  railway  operating  rev- 
enues for  the  entire  year  of  1944  rose  to  $52,849,- 
946.71  from  the  previous  high  of  $50,360,509.25  ex- 
perienced during  the  preceding  year,  an  increase 
of  $2,489,437.46.  A  comparison  of  such  revenues  for 
each  of  the  twelve  months  of  the  calendar  year  1944, 
covered  by  this  report,  with  each  of  the  correspond- 
ing months  of  the  calendar  year  1943,  is  shown  in 
the  following  tabulation: 

Total  Railroad  Operating  Revenues 

Increase 
Period  1944  1943  or  (Decrease) 

January   $  4,177,091.30     $  2,989,578.50  $  1,278,512.80 

February   2,755,104.81  2,836,933.05  (81,828.24) 

March  4,558,775.54  3,672,138.61  886,636.93 

April  4,681,363.78  3,666,868.50  1,014,495.28 

May  4,654,846.84  4,000,095.45  654,751.39 

June    3,939,439.05  4,218,061.84  (278,622.79) 

July 3,605,985.91  4,786,908.83  (1,180,922.92) 

August   4,291,967.85  5,257,723.48  (965,755.63) 

September    5,120,837.60  4,945,353.58  175,484.02 

October  5,446,573.73  4,798,450.96  648,122.77 

November  4,961,522.43  4,646,685.92  314,836.51 

December   4,656,437.87  4,632,710.53  23,727.34 


Calendar  Year....$52,849,946.71     $50,360,509.25     $  2,489,437.46 
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A  statement  showing  the  monthly  operating  rev- 
enues, expenses  and  other  items  leading  to  net  in- 
come, for  the  calendar  year  1944  is  attached  hereto 
as  Exhibit  2.  The  volume  of  freight  and  passengers 
carried  and  revenues  received  during  1944  were  the 
greatest  in  the  history  of  the  Debtor,  and  the  year 
1944  was  the  fourth  consecutive  year  in  which  all 
of  the  Debtor  Company's  records  for  traffic  volume 
and  gross  revenues  were  broken.  The  major  jjor- 
tion  of  such  business  resulted  from  handling  of  war- 
time traffic.  As  shown  in  Exhibit  2  the  net  income 
for  the  year  1944  amounted  to  $10,313,502.49  as 
compared  with  net  income  for  the  preceding  year 
of  $18,505,499.84.  (As  reported  in  the  eighth  report 
and  accounting,  no  Federal  Income  or  Excess 
Profits  Taxes  were  accrued  in  1943.) 

There  is  attached  hereto  as  Exhibit  3  a  statement 
showing  changes  in  Capital  Accounts  due  to  acquisi- 
tions, improvements  and  retirements  of  property 
and  investments  in  affiliated  companies  by  months 
during  the  calendar  year-  1944.  Capital  Accounts 
were  increased  during  1944  in  the  net  amount  of 
$5,433,225.59. 

II. 
By  its  order  of  April  17,  1944,  the  court  author- 
ized the  Trustees  to  do  certain  addition  and  better- 
ment work  then  deemed  requisite  for  normal  im- 
provement, operation  and  maintenance  of  the  rail- 
road of  the  Debtor  during  the  year  1944  as  set  forth 
in  the  Petition  filed  by  the  Trustees  on  March  29, 
1944.   The  total  cost  of  such  work  was  estimated  at 
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$2,639,269,  of  which  $2,112,466  was  estimated  as 
chargeable  to  Capital  Account.  Due  principally  to 
war-time  stringency  of  labor  and  materials,  the 
Trustees  were  not  able  to  perform  all  of  the  work 
authorized  by  the  order  of  April  17,  1944,  but  prog- 
ress was  made  on  various  projects  contemplated 
by  the  order  which  resulted  in  total  charges  of 
$1,298,437.98  during  the  year,  of  which  $1,025,216.66 
represents  charges  to  Capital  Account. 

As  the  year  progressed,  the  Trustees  were  con- 
fronted with  the  necessity  of  performing  certain 
additional  improvement  work  not  contemplated 
when  the  Court  made  its  order  of  April  17,  1944. 
Such  additional  work  was  required,  for  the  most 
part,  by  the  continuing  increase  in  traffic  handled 
and  by  the  need  for  facilities  in  connection  with 
war  activities  and  establishments  of  the  Army,  Navy 
and  other  war  agencies.  The  amount  expended 
during  the  year  1944  upon  such  additional  work 

'  was  $135,807.52  over  and  above  the  Contingency 
Item  of  $100,000  approved  in  said  order  of  April  17, 
1944.  Of  the  amount  so  expended  during  1944  the 
sum  of  $101,907.15  represented  charges  to  Capital 
Account,  over  and  above  the  similar  charges  of 
$75,000  included  as  part  of  said  Contingency  Item. 
Thus  the  total  charges  during  1944  for  work 
contemplated  by  the  Court's  order  of  April  17,  1944, 

I  together  with  the  charges  for  such  additional  work, 

(  amounted   to   $1,534,245.50   of  which   $1,202,123.81 

1  represents  charges  to  Capital  Account. 

In  addition  to  the  expenditures  enumerated  in 


I 
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the  foregoing  paragraph,  charges  totalling  $1,238,- 
137.66,  of  which  $850,123.99  represents  charges  to 
Capital  Account,  were  incurred  during  1944  in  con- 
nection with  projects  (exclusive  of  those  enumer- 
ated in  sections  III,  IV  and  V)  authorized  by  vari- 
ous orders  of  the  Court  issued  prior  to  1944  which 
were  carried  forward  or  completed  during  the  year 
1944. 

III. 
By  its  order  of  May  3,  1943,  the  Court  authorized 
the  Trustees  to  install  block  signals  and  a  central- 
ized traffic  control  system  for  more  expeditious  han- 
dling of  trains  together  with  appurtenant  necessary 
housing  facilities  in  the  Feather  River  Canyon  area 
between  Oroville  and  Portola,  California,  at  an  esti- 
mated total  cost  of  $1,347,612.  Work  was  commenced 
upon  the  project  during  1943  and  was  carried  for- 
ward during  1944.  The  expenditures  upon  the  pro- 
ject during  1944  totalled  $1,042,093.39  of  which 
$999,244.69  was  chargeable  to  Capital  Account.  The 
aggregate  adjusted  expenditures  on  the  project  dur- 
ing both  1943  and  1944  were  $1,225,  721.60  of  which 
$1,170,775.82  was  chargeable  to  Capital  Account.  At 
the  close  of  the  year  1944  the  greater  part  of  the 
system  was  in  operation,  and  at  the  date  of  filing 
this  report  it  is  anticipated  that  the  entire  system 
will  be  in  full  operation  by  the  month  of  June,  1945. 

IV. 

By  its  order  of  July  21,  1941,  the  Court  author- 
ized the  Trustees  to  acquire  certain  rolling  stock 
to  wit: 
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3  Diesel-electric  freight  locomotives 
350  steel  box  cars 

300  steel  flat  cars 

4  stainless  steel  passenger  coaches 

and  to  finance  acquisition  of  such  equipment  by 
means  of  an  Equipment  Trust.  The  Diesel-electric 
freight  locomotives  were  delivered  during  1941  and 
1942  and  the  300  flat  cars  during  1942  and  1943.  By 
its  order  of  May  15,  1944,  the  Court  authorized  the 
Trustees  to  pay  an  estimated  increase  of  $53,900  in 
the  price  for  the  350  box  cars  because  of  advances 
in  costs  of  materials  and  appliances.  None  of  the 
box  cars  was  delivered  during  1944  but  at  the  date 
of  filing  this  report  all  of  the  cars  have  been  re- 
ceived. The  1944  accounts  were  credited  with 
$4,342.31  representing  discounts  on  specialties  em- 
bodied in  these  cars.  The  four  stainless  steel  pas- 
senger cars  authorized  by  said  order  of  July  21, 1941, 
have  not  yet  been  constructed. 

y. 

.   By  its  order  of  November  22,  1943,  the  Court 
authorized  the  Trustees  to  purchase  and  acquire  six 
5400  H.P.  Diesel-electric  freight  locomotives  from 
Electro-Motive  Division  of  General  Motors  Corpora- 
tion, LaGrange,  Illinois,  at  the  approximate  cost 
i|  (including  freight,  taxes  on  freight  charges,  and 
'  coach  fares  for  messengers)   of  $504,870  per  loco- 
i  motive,  or  an  aggregate  of  $3,029,220  for  the  six 
i  locomotives,  and  to  finance  the  purchase  of  such 
locomotives  under  some  form  of  arrangement  there- 


1950        Western  Pacific  R.R.  Corp.,  et  al.,  vs. 

Defendant's  Exhibit  No.  25 — (Continued) 
after  to  be  determined  which  would  provide  for 
making  a  down  payment  of  approximately  25%  of 
the  cost  from  funds  on  hand  and  borrowing  the  re- 
mainder on  terms  calling  for  repayment  thereof 
within  approximately  five  years. 

By  its  order  of  June  26,  1944,  the  Court  author- 
ized the  Trustees  to  finance  the  purchase  of  such 
Diesel-electric  locomotives  by  a  conditional  sale 
agreement  with  The  Chase  National  Bank  of  the 
City  of  New  York  in  substantially  the  form  sub- 
mitted to  the  Court  as  Exhibit  A  attached  to  the 
petition  of  the  Trustees  filed  June  13,  1944.  The 
Trustees  executed  such  a  conditional  sale  agreement 
under  date  of  June  1,  1944,  and  all  of  the  six  loco- 
motives were  delivered  during  the  year  1944.  The 
total  cost  of  such  locomotives  was  $3,030,878.11,  of 
which  amount  $3,030,871.17  was  chargeable  to  Capi- 
tal Account. 

VI. 

By  its  order  of  May  1,  1944,  the  Court  authorized 
the  Trustees  to  make  a  contract  through  competi- 
tive bidding  for  the  purchase  of  100  freight  cars  of 
the  so-called  mill  type  of  gondola  design  at  an  esti- 
mated cost  of  approximately  $3,875  per  car,  f.o.b. 
manufacturer's  plant,  the  method  of  financing  the 
payment  of  the  purchase  price  to  be  submitted  to 
the  Court  for  approval.  Such  a  contract  was  made 
during  1944  with  Mt.  Vernon  Car  Manufacturing 
Company,  the  low  bidder,  at  the  price  of  $3,897.77 
Illinois.  The  Trustees  concluded  that  the  entire 
per  car,  f.o.b.  manufacturer's  plant  at  Mt.  Vernon, 
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Illinois.  The  Trustees  concluded  that  the  entire 
purchase  price  of  the  cars  should  be  paid  in  cash, 
thus  eliminating  the  need  for  submission  of  any 
plan  for  financing  the  purchase  price.  None  of  the 
cars  was  delivered  during  1944  but  at  the  date  of 
filing  this  report  it  is  anticipated  that  deliveries 
thereof  will  be  completed  by  June  1, 1945. 

VII. 

By  its  order  of  November  20,  1944,  the  Court  au- 
thorized the  Trustees  to  rehabilitate,  modernize,  en- 
large and  improve  a,  certain  freight  facility  of  the 
railroad  of  the  Debtor  located  at  8th  and  Brannan 
Streets,  San  Francisco,  California,  at  an  estimated 
cost  of  $58,246,  and  to  amend  the  lease  of  said  facil- 
ity then  outstanding.  The  work  so  authorized  was 
commenced  during  the  calendar  year  1944  and  the 
amount  expended  thereon  during  that  year  was 
$12,870.09,  of  which  |9,860.26  was  charged  to  Capi- 
tal Account.  At  the  date  of  filing  this  report  such 
work  has  been  completed  and  the  lease  of  the  facil- 
ity has  been  amended  as  required  by  said  order. 

VIII. 

Charges  during  1944  for  preliminary  expenses  in- 
cident to  projects  included  in  the  program  of  im- 
provement work  for  1945  amounted  to  $3,990.27  of 
which  $3,962.03  represents  charges  to  Capital  Ac- 
count. 

Accounting  adjustments  with  respect  to  charges 
during  years   previous   to   1944   resulted   in   total 
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charges  of  $49,670.32  and  a  credit  to  Capital  Ac- 
count of  $6,776.72. 

Property  retired  during  1944  resulted  in  total 
charges  of  $15,411.29  with  $107,734.86  being  credited 
to  Capital  Account. 

IX. 

The  total  of  all  charges  set  forth  in  more  detail 
in  Sections  II  to  VIII,  both  inclusive,  in  this  re- 
port, is  the  net  amount  of  $6,922,954.32  of  which 
$5,977,332.06  represented  net  charges  to  Capital  Ac- 
count. Details  of  the  latter  amount  as  it  was  ac- 
crued monthly  for  Road  and  Equipment  and  Mis- 
cellaneous Physical  Property  Capital  Accounts  ap- 
pear on  page  1  of  Exhibit  3  attached  hereto. 

X. 

By  its  order  of  April  10,  1944,  the  Court  author- 
ized the  Trustees  to  consent  to  the  dissolution  of 
Deep  Creek  Railroad  Company,  a  subsidiary  of  the 
Debtor.  Such  consent  was  given  and  the  dissolution 
of  Deep  Creek  Railroad  Company  was  accomplished 
during  the  year  1944. 

XI. 

The  Salt  Lake  City  Union  Depot  and  Railroad 
Company  (hereinafter  called  the  "Depot  Com- 
pany") is  a  Utah  corporation  owning  a  passenger 
station  and  terminal  facilities  in  Salt  Lake  City, 
Utah.  At  all  times  since  long  prior  to  the  com- 
mencement of  this  proceeding  one-half  of  the  out- 
standing shares  of  common  stock  of  the  Depot  Com- 
pany have  been  owned  by  the  Debtor  and  the  other 
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one-half  thereof  by  The  Denver  and  Rio  Grande 
Western  Railroad  Comx3any  and  its  Reorganization 
Trustees. 

By  its  order  of  March  20,  1944,  in  this  proceeding 
the  Court  authorized  the  Debtor  and  the  Trustees  to 
take  steps  necessary  to  procure  the  amendment  of 
the  Articles  of  Incorporation  of  the  Depot  Com- 
pany so  that  it  would  be  authorized  to  issue  shares 
of  preferred  stock  having  an  aggregate  par  value 
of  $600,000,  subject  to  the  approval  of  the  Inter- 
state  Commerce   Commission.    By   said   order   the 

I  Court  also  authorized  the  Trustees  to  purchase  one- 
half  of  said  shares  of  preferred  stock  for  the  sum 
of  $300,000  in  cash  upon  condition  that  the  Reor- 

1  ganization  Trustees  of  The  Denver  and  Rio  Grande 
Western  Railroad  Company  should  concurrently 
purchase  the  other  one-half  of  such  shares  for  an 
equal  amount.  The  approval  of  the  Interstate  Com- 
merce Conmiission  was  granted  and  all  other  condi- 
tions stated  in  said  order  of  March  20,  1944,  were 
fulfilled,  and  pursuant  thereto  the  Trustees  pur- 
chased 3,000  shares  of  the  preferred  stock  of  the 
Depot  Company  for  the  sum  of  $300,000  in  cash 

,|  during  the  year  1944.  The  Depot  Company  there- 
upon used  funds  obtained  by  the  issuance  and  sale 
I  of  its  preferred  stock  to  discharge  all  of  the  indebt- 

Ijedness  secured  by  its  first  mortgage  and  to  obtain  a 

f  (release  thereof. 

■i  Thereafter  and  on  June  10,  1944,  the  Depot  Com- 
jpany  elected  to  terminate  the  lease  agreement  under 

!|which  its  station  and  terminal  facilities  had  been 

Closed  and  operated  by  the  Debtor  and  by  The  Den- 

il 
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ver  and  Rio  Grande  Western  Railroad  Company 
prior    to    the    commencement    of    this   proceeding, 
which  lease  had  never  been  affirmed  by  the  Trustees. 

By  its  order  of  July  24,  1944,  the  Court  author- 
ized the  Trustees,  subject  to  approval  of  the  Inter- 
state Commerce  Commission,  to  enter  into  a  lease  of 
the   station  and  terminal  facilities   of  the   Depot 
Company  jointly  with  the  Reorganization  Trustees 
of  The  Denver  and  Rio  Grande  Western  Railroad 
Company,  such  lease  to  be  in  substantially  the  form: 
attached  as  Exhibit  A  to  the  petition  of  the  Trus- 
tees filed  in  this  proceeding  July  5,  1944.   Such  pro-j 
posed  lease  was  thereafter  approved  by  the  Inter- 
state   Commerce    Commission,   and   the   lease   was 
thereupon  executed  by  all  parties  thereto  under  dat( 
of  December  1, 1944. 

By  its  order  of  September  18,  1944,  the  Court  au- 
thorized the  Trustees  to  make  a  final  settlement  witl 
the  Depot  Company  for  the  use  of  its  premises  b] 
the  Trustees  for  the  period  ending  immediately 
prior  to  the  effective  date  of  the  new  lease  herein- 
above described.  Such  settlement  has  been  accom- 
plished. 

XII. 

By  its  order  of  March  3,  1944,  the  Court  author-1 
ized  the  Trustees  to  establish,  with  funds  derived 
from  the  earnings  of  the  railroad  of  the  Debtor  dur- 
ing the  year  1943,  a  *' reserve  fund  for  contingent 
tax  liabilities"  in  the  amount  of  $7,100,000  to  be  in- 
vested in  United  States  Treasury  Securities  and  to 
be  used  for  payment  of  any  Federal  income  and  ex- 
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cess  profits  taxes  which  might  thereafter  be  found 
due  for  the  year  1943.  During  the  year  1944  such  a 
fund  was  established  and  was  invested  in  United 
States  Treasury  Securities. 

By  its  order  of  May  15,  1944,  the  Court  directed 
that  as  funds  accumulated  in  the  hands  of  the  Trus- 
tees from  month  to  month  during  the  year  1944  for 
the  payment  of  estimated  Federal  income  and  ex- 
cess profits  taxes  accruing  during  that  year,  the 
Trustees  should  invest  such  funds  from  time  to  time 
in  United  States  Treasury  Savings  Notes,  Series  C, 
to  be  used  for  the  payment  of  such  taxes  as  and  when 
liability  therefor  should  mature.  Accordingly  funds 
in  the  aggregate  amount  of  $7,810,000  were  invested 
by  the  Trustees  in  such  Savings  Notes  during  the 
year  1944. 

XIII. 
By  its  order  of  Jime  26,  1944,  the  Court  author- 
ized the  Trustees  to  make,  execute  and  deliver  to 
certain  named  persons  quitclaim  deeds  covering  the 
right-of-way  formerly  occupied  by  the  so-called  Cal- 
.pine  Branch  of  the  railroad  of  the  Debtor,  said  Cal- 
pine  Branch  having  been  abandoned  pursuant  to 
this  Court's  order  of  February  26,  1940,  and  a  sub- 
sequent order  of  the  Interstate  Commerce  Commis- 
sion. Such  quitclaim  deeds  were  made,  executed  and 
delivered  during  the  year  1944. 

XIV. 

By  its  order  of  July  24,  1944,  the  Court  author- 
ized the  Trustees  to  stipulate  for  judgment  in  a  cer- 
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tain  condemnation  action  then  pending  in  the  Dis- 
trict Court  of  the  United  States  for  the  Northern 
District  of  California,  Northern  Division,  entitled 
*' United  States  of  America,  Plaintiff,  vs.  450  Acres 
of  Land  in  San  Joaquin  County,  California,  Irene 
Louise  Brichetti,  et  al..  Defendants"  and  numbered 
No.  4456.  Such  stipulation  was  given  and  judgment 
thereon  was  entered  during  the  year  1944. 

XV. 

By  its  order  of  June  2,  1944,  upon  petition  of  the 
Trustees  and  the  Reorganization  Committee  herein- 
after described,  the  Court  approved  and  authorized 
irrevocable  agreements  with  the  Commissioner  of 
Internal  Revenue  of  the  United  States  for  the  estab- 
lishment of  depreciation  accounting  with  respect  to 
certain  road  properties  of  the  railroad  of  the  Debtor 
and  certain  subsidiaries  of  the  Debtor.  During  the 
year  1944  agreements  were  made  with  the  Commis- 
sioner of  Internal  Revenue  in  accordance  with  the 
authority  granted  by  said  order. 

XVI. 

A. — Leases  by  Trustees  in  Reorganization 
Incidentally  to  the  operation  and  maintenance 
of  the  railroad  of  the  Debtor,  the  Trustees  have 
made  and  entered  into  the  following  leases  as  Les- 
sors during  the  period  from  January  1,  1944,  to  De- 
cember 31, 1944,  both  inclusive. 

1 — Lease,  dated  January  1,  1944,  for  term  ending 
December  31, 1944,  with  option  of  renewal,  to  Moore 
Dry  Dock  Company,   covering  several  parcels  of 
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land  at  Oakland,  California,  at  a  rental  of  $46,522.25 
per  year. 

2 — Renewal  of  Lease,  dated  June  22,  1943,  (Re- 
newal dated  March  24,  1944)  for  term  April  15, 1944, 
to  April  15,  1945,  to  Soule  Steel  Company,  covering 
parcel  of  land  at  Army  and  Indiana  Streets,  San 
Francisco,  California,  at  a  rental  of  $625.00  per 
month. 

3 — Renewal  of  Lease,  dated  August  26,  1942,  (Re- 
newal dated  May  31,  1944)  for  term  July  1,  1944,  to 
July  1,  1945,  to  United  States  of  America,  covering 
warehouse  and  land  at  northwest  corner  9th  and 
Brannan  Streets,  San  Francisco,  California,  at  a 
rental  of  $2,083.33  per  month. 

4 — Lease,  dated  July  8,  1944,  for  term  ending 
April  30,  1945,  to  L.  H.  Butcher  Company,  covering 
space  in  warehouse  at  15th  and  Vermont  Streets, 
San  Francisco,  California,  at  a  rental  of  $640.63 
per  month. 

5 — Lease,  dated  August  9,  1944,  for  term  ending 
June  14,  1949,  to  Merchant  Shippers  Association, 
covering  warehouse  at  4th  and  Oak  Streets,  Oak- 
land, California,  at  a  rental  of  $186.84  per  month. 

6 — Lease,  dated  September  6,  1944,  for  term  end- 
ing April  30,  1949,  to  F.  E.  Booth  Company,  Inc., 
covering  55,980  sq.  ft.  of  land  at  3rd  and  Marin 
streets,  San  Francisco,  California,  at  a  rental  of 
$233.25  per  month. 

7 — Lease,  dated  September  6,  1944,  for  term  end- 
ing June  18,  1947,  to  Encinal  Terminals,  covering 
warehouse  at  San  Leandro  St.  and  42nd  Ave.,  Oak- 
land, California,  at  a  rental  of  $213.67  per  month. 
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B — Leases  to  Trustees  in  Reorganization 

Incidentally  to  the  operation  and  maintenance  of 
the  railroad  of  the  Debtor,  the  Trustees  have  made 
and  entered  into  the  following  leases  as  Lessees  dur- 
ing the  period  from  January  1,  1944,  to  December 
31, 1944,  both  inclusive : 

1 — Lease  to  Trustees  from  General  Motors  Cor- 
poration, dated  January  31,  1944,  covering  General 
Agent's  offices  in  Detroit,  Michigan,  for  three  years 
from  March  1,  1944,  at  a  monthly  rental  of  $188.00. 

2 — Lease  to  Trustees  from  Railway  Exchange 
Building,  Inc.,  dated  March  14,  1944,  covering  Gen- 
eral Agent's  offices  in  St.  Louis,  Mo.,  for  two  years 
from  May  1,  1944,  at  a  monthly  rental  of  $110.00. 

3 — Lease  to  Trustees  from  Nettie  Aronson,  dated 
June  17,  1944,  covering  Signal  Department  offices  at 
16  First  Street,  San  Francisco,  California,  for  one 
year  from  July  15,  1944,  at  a  monthly  rental  of 
$125.00. 

4.  Lease  to  Trustees  from  Western  Title  Insur- 
ance Company,  dated  November  10,  1944,  covering 
General  Offices  on  5th  Floor  at  516  Mission  Street, 
San  Francisco,  California,  for  two  years  from  No- 
vember 15,  1944,  at  a  monthly  rental  of  $135.00  for 
the  first  year  and  $140.00  per  month  for  the  second 
year. 

5.  Lease  to  Trustees  from  Ollie  Day,  dated  De- 
cember 30,  1944,  covering  employees'  rooming  house 
at  Elko,  Nevada,  for  one  year  from  November  1, 
1944,  at  a  monthly  rental  of  $100.00. 
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6 — Lease  to  Trustees  from  Rosine  F.  Klucny, 
dated  December  30,  1944,  covering  employees'  room- 
ing house  at  Winnemucca,  Nevada,  for  one  year 
from  November  1,  1944,  at  a  monthly  rental  of 
$150.00. 

C — Deeds  by  Trustees  in  Reorganization 
Pursuant  to  the  Court's  order  of  April  10,  1944, 
the  Trustees  sold  and  conveyed  certain  non-opera- 
tive real  property  included  in  the  estate  of  the 
Debtor  and  located  in  San  Francisco,  California,  to 
Safeway  Stores,  Incorporated,  by  a  grant  deed 
dated  April  18,  1944,  for  the  sum  of  $7,189.77. 

Pursuant  to  the  Court's  order  of  October  16,  1944, 
and  the  order  of  the  Railroad  Commission  of  the 
State  of  California  dated  October  3,  1944,  the  Trus- 
tees were  authorized  to  sell  and  convey  certain  op- 
erative property  included  in  the  estate  of  the  Debtor 
and  located  in  San  Joaquin  County,  California,  to 
Woodbridge  Vineyard  Association  by  a  grant  deed 
dated  November  20,  1944,  for  the  sum  of  $671.25. 
The  sale  was  not  finally  consummated  and  the  title 
passed  until  March  5, 1945, 

The  Trustees  have  also  made  the  following  con- 
veyances during  the  year  1944 : 

1 — Quitclaim  Deed,  dated  July  1,  1944,  to  J.  J. 
McPherrin,  conveying  a  strip  of  right  of  way  on 
the  abandoned  Calpine  Branch  in  California.  No 
monetary  consideration. 

2 — Quitclaim  Deed,  dated  July  1,  1944,  to  United 
States  of  America,  conveying  a  strip  of  right  of 
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way  on  tlie  abandoned  Calpine  Branch  in  Califor- 
nia. No  monetary  consideration. 

3 — Quitclaim  Deed,  dated  July  1,  1944,  to  Veste 
Nelson,  conveying  a  strip  of  right  of  way  on  the 
abandoned  Calpine  Branch  in  California.  No  mone- 
tary consideration. 

4 — Quitclaim  Deed,  dated  July  1,  1944,  to  Gia- 
como  Folchi,  conveying  a  strip  of  right  of  way  on 
the  abandoned  Calpine  Branch  in  California.  No 
monetary  consideration. 

5 — Quitclaim  Deed,  dated  July  1,  1944,  to  Letitia 
Webster  Havey,  conveying  a  strip  of  right  of  way 
on  the  abandoned  Calpine  Branch  in  California.  No 
monetary  consideration. 

6 — Quitclaim  Deed,  dated  July  1,  1944,  to  Wilbur 
Dewey  Johnson,  conveying  a  strip  of  right  of  way 
on  the  abandoned  Calpine  Branch  in  California. 
No  monetary  consideration. 

7 — Quitclaim  Deed,  dated  July  1,  1944,  to  West- 
over  Company,  conveying  a  strip  of  right  of  way  on 
the  abandoned  Calpine  Branch  in  California.  No 
monetary  consideration. 

8— Quitclaim  Deed,  dated  July  1,  1944,  to  Chas. 
W.  Ede,  conveying  a  strip  of  right  of  way  on  the 
abandoned  Calpine  Branch  in  California.  No  mone- 
tary consideration. 

9— Quitclaim  Deed,  Dated  July  1,  1944,  to  J.  J. 
and  O.  B.  Farrar,  conveying  a  strip  of  right  of 
way  on  the  abandoned  Calpine  Branch  in  Cali- 
fornia.    No  monetary  consideration. 

10— Quitclaim  Deed,  dated  September  11,  1944,  to 
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California  Prune  &  Apricot  Growers  Association,  to 
clear  title  of  Grantee,  property  at  San  Jose,  Cali- 
fornia. No  monetary  consideration. 

D — Deeds  to  Trustees  in  Reorganization 

The  Trustees  have  also,  incidentally  to  the  opera- 
tion and  maintenance  of  the  railroad  of  the  Debtor, 
acquired  certain  real  property  during  said  period, 
as  follows: 

1 — Quitclaim  Deed,  dated  April  1,  1944,  from 
Edwa  D.  Ewing  Boggs  to  the  Trustees  for  clearing 
title  to  land  at  Stockton,  California.  No  monetary 
consideration. 

2— Deed,  dated  April  12,  1944,  from  City  of  Elko 
to  Trustees  for  railroad  yard  expansion  at  Elko, 
Nevada.  Consideration  $3,000.00. 

3— Deed,  dated  July  12,  1944,  from  Otto  A.  and 
Genevieve  R.  Riffel  to  Trustees  for  residence  for 
railroad  employee  at  Blairsden,  California.  Consid- 
eration $5,000.00.. 

4 — Quitclaim  deed,  dated  September  7,  1943,  (al- 
though dated  in  1943,  transaction  was  not  closed 
until  1944)  from  The  Lang  Company  to  Trustees 
for  clearing  title  in  connection  with  closing  a 
street  at  Salt  Lake  City,  Utah.  No  monetary  con- 
sideration. 

5— Deed,  dated  October  3,  1944,  from  City  of 
Winnemucca  to  Trustees  for  railroad  yard  expan- 
sion at  Winnemucca,  Nevada.  Consideration  $450.00. 

6.  Deed,  dated  December  6,  1944,  from  Western 
Realty  Com])any  to  Trustees  for  residence  for  rail- 
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road  employee  at  Spring  Garden.     Consideration 
$100.00. 

E — Easements  Acquired  by  Trustees 
in  Reorganization 

The  Trustees  have  also,  incidentally  to  the  opera- 
tion and  maintenance  of  the  railroad  of  the  Debtor, 
acquired  easements  during  the  year  1944  over  three 
separate  pieces  of  real  property  for  the  purposes 
stated  below,  as  follows : 

1 — Easement,  dated  July  31,  1942,  (although 
dated  in  1942,  the  transaction  was  not  closed  until 
1944),  from  Peter  Paul,  Inc.,  to  Central  Pacific 
Railway  and  Trustees,  jointly,  for  right  of  way  for 
Industrial  Lead  Track  from  the  Joint  Drill  Track 
of  the  Southern  Pacific  Company  and  The  Western 
Pacific  Railroad  Company  at  Oakland,  California. 
No  monetary  consideration. 

2 — Easement,  dated  January  20,  1943,  (although 
dated  in  1943,  the  transaction  was  not  closed  until 
1944),  from  Loose-Wiles  Biscuit  Company  to  Cen- 
tral Pacific  Railway  and  Trustees,  jointly,  for  right 
of  way  for  Industrial  Lead  Track  from  the  Joint 
Drill  Track  of  the  Southern  Pacific  Company  and 
The  Western  Pacific  Railroad  Company  at  Oak- 
land, California.    No  monetary  consideration. 

3 — Easement,  dated  October  31,  1943,  (although 
dated  in  1943,  the  transaction  was  not  closed  until 
1944),  from  Prederickson  &  Watson  Construction 
Company  and  Riviera  Packing  Company  to  Central 
Pacific  Railway  and  Trustees,  jointly,  for  right  of 
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way  for  Industrial  Lead  Track  from  the  Joint  Drill 
Track  of  the  Southern  Pacific  and  The  Western 
Pacific  Railroad  Company  at  Oakland,  California. 
No  monetary  consideration. 

F — Easements  Granted  b}^  Trustees 
in  Reorganization 

The  Trustees  have  also,  incidentally  to  the  opera- 
tion and  maintenance  of  the  railroad  of  the  Debtor, 
granted  the  following  easements  during  the  year 
1944: 

1 — Easement,  dated  September  14,  1943,  from 
Trustees  to  United  States  of  America,  for  chlorina- 
tor  house,  pressure  regulating  station,  water  pipe 
lines  and  electric  power  line  in  connection  with 
Bombing  Base  at  Wendover,  Utah.  No  monetary 
consideration. 

2.  Easement,  dated  February  25,  1944,  from 
Trustees  to  Henry  J.  Kaiser  Company  for  gravel 
conveyor  at  Radum,  California.  No  monetary  con- 
sideration. 

3 — Easement,  dated  June  26,  1944,  from  Trus- 
tees to  American  Telephone  &  TelegrajDh  Company 
for  underground  conduit  along  right  of  way  between 
Wendover  and  Barro,  Utah.  Consideration  $611.18. 

4 — Easement,  dated  July  6,  1944,  from  Trustees 
to  County  of  Plumas  for  highway  to  Keddie,  Cali- 
fornia. No  monetary  consideration. 

5 — Easement,  dated  July  12,  1944,  from  Trustees 
to  American  Telephone  and  Telegraph  Company  for 
underground  conduit  crossings  in  vicinity  of  Barro, 
Utah.   Consideration  $28.60, 
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6 — Easement,  dated  September  28,  1944,  from 
Trustees  to  E.  I.  Lane  for  roadway  at  Portola, 
California.  No  monetary  consideration. 

7 — Easement,  dated  October  4,  1944,  from  Trus- 
tees to  Oro  Loma  Sanitary  District  for  sanitary 
sewer  at  three  locations  in  the  vicinity  of  San 
Leandro,  California.   No  monetary  consideration. 

8 — Easement,  dated  October  30,  1944,  from  Trus- 
tees to  State  of  California  for  State  Highway  near 
Chilcoot,  California.    Considerations  $51.10. 

9 — Easement,  dated  November  2,  1944,  from  Trus- 
tees to  State  of  Nevada  for  State  Highway  near 
Preble,  Nevada.   No  monetary  consideration. 

10 — Easement,  dated  November  28,  1944,  from 
Trustees  to  State  of  Utah  for  State  Highway  at 
Wendover,  Utah.    No  monetary  consideration. 

11 — Easement,  dated  December  12,  1944,  from 
Trustees  to  Red  River  Lumber  Co.  for  underground 
telephone  line,  power  line,  water  pipe  line  and  trans- 
formers at  Mile  Post  36.41  on  the  Northern  Califor- 
nia Extension,  California. 

XVII. 

During  the  year  1944  the  reorganization  plan  con- 
firmed by  the  order  of  this  Court  dated  October  11, 
1943,  was  placed  in  effect  under  the  direction  of  the 
Reorganization  Committee  consisting  of  Frederick 
H.  Ecker,  Frank  C.  Wright  and  Robert  E.  Coulson, 
whose  designation  as  members  of  the  Reorganiza- 
tion Committee  was  approved  by  said  order  of  Oc- 
tober 11, 1943. 
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By  its  order  of  November  27,  1944,  this  Court 
among  other  things  directed  the  revesting  of  the 
properties  of  the  Debtor  in  the  Debtor  Company, 
and  more  particularly,  directed  the  Trustees  to  exe- 
cute, acknowledge  and  deliver  to  the  Debtor  Com- 
pany on  or  before  December  28,  1944,  as  requested 
by  the  Eeorganization  Committee,  a  deed  substan- 
tially in  the  form  attached  to  said  order  as  Exhibit 
''A,"  releasing  and  transferring  to  the  Debtor  Com- 
pany as  of  12 :01  a.m.  Pacific  War  Time  on  Decem- 
ber 29,  1944,  title  to  all  property,  rights  and  inter- 
ests of  every  kind  and  description  held  by  them  as 
such  Trustees.  Pursuant  to  such  order  and  the  re- 
quest of  the  Reorganization  Committee  the  Trus- 
tees executed  and  acknowledged  such  a  deed  and  de- 
livered it  to  the  Debtor  Company  prior  to  Decem- 
ber 28,  1944,  thereupon  divesting  the  Trustees  of  all 
title  to  all  properties  and  assets  held  by  them  as 
Trustees  in  this  proceeding  and  vesting  such  title 
to  all  thereof  in  the  Debtor  Company.  In  exchange 
for  said  deed  the  Trustees  received  from  the  Debtor 
.Company  an  agreement,  substantially  in  the  form 
of  Exhibit  ''D"  attached  to  said  order  of  November 
27,  1944,  whereby  the  Debtor  Company  assumed  and 
agreed  to  perform  all  contracts,  leases,  agreements, 
liabilities  and  obligations  of  the  Trustees  remaining 
in  effect  on  December  31,  1944.  Paragraph  12  of 
said  order  of  November  27,  1944,  authorized  and  di- 
rected the  Trustees  to  continue  their  control  and 
operation  of  the  Debtor's  business  and  properties 
until  12:00  o'clock  midnight,  Pacific  War  Time,  on 
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December  31,  1944,  at  which  time  all  right  and  duty 
of  the  Trustees  to  possess,  control  or  operate  said 
business  and  properties  should  cease.  The  Trustees 
did  retain  control  and  oi3eration  of  the  Debtor's 
business  and  properties  until  12:00  o'clock  mid- 
night. Pacific  War  Time,  on  December  31,  1944, 
whereupon,  as  directed  by  said  order,  the  Trustees 
ceased  to  possess,  control  and  operate  said  business 
and  properties,  and  all  possession,  control  or  opera- 
tion of  said  business  and  properties  or  any  thereof 
by  the  Trustees,  or  either  of  them,  ceased  and  ter- 
minated. Possession,  control  and  operation  of  all 
said  business  and  properties  were  then  and  thereby 
transferred  to  and  accepted  by  the  Debtor  Company 
at  12:00  o'clock  midnight,  Pacific  War  Time,  on  De- 
cember 31,  1944. 

At  or  prior  to  the  end  of  the  year  1944  the  Trus- 
tees divested  themselves  of,  and  transferred  and 
conveyed  to  and  vested  in  the  Debtor  Company,  all 
title  to  and  all  possession,  control  and  operation  of 
the  business  and  properties  theretofore  held  by  the 
Trustees  in  this  proceeding,  all  as  required  by  orders 
of  this  Court.  All  duties,  obligations,  services  and 
responsibilities  of  the  Trustees  in  this  proceeding 
have  been  duly  and  fully  performed  and  completed, 
save  only  the  execution  of  any  further  instruments 
of  conveyance,  transfer,  substitution  or  release 
which  may  be  requested  by  the  Debtor  Company  in 
order  to  implement,  consummate,  confirm  or  further 
evidence  the  complete  and  effective  transfer  to  the 
Debtor  Company  of  all  of  the  business,  properties, 
assets,  contracts,  agreements,  leases,  actions,  rights 
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and  claims  heretofore  held  by  the  Trustees  in  this 
proceeding. 

XVIII. 

This  proceeding  has  been  pending  in  this  Court 
continuously  since  August  2,  1935,  and  your  peti- 
tioners have  been  the  duly  appointed,  qualified  and 
acting  Trustees  of  the  properties  of  the  Debtor  in 
this  proceeding  at  all  times  since  their  appointment 
and  qualification  as  such  on  November  13,  1935. 
During  the  intervening  period  of  more  than  nine 
years  the  railroad  of  the  Debtor  has  been  operated 
by  your  petitioners  under  the  control  and  super- 
vision of  this  Court.  Your  petitioners  have  caused 
to  be  compiled  a  summary  of  the  operations  of  the 
railroad,  business  and  properties  of  the  Debtor  dur- 
ing the  pendency  of  this  proceeding.  Copies  of  such 
summary  will  be  furnished  to  this  Court  and  to  each 
of  the  parties  to  this  proceeding  upon  or  prior  to 
the  hearing  upon  this  Report  and  Accounting. 

Wherefore,  the  Trustees  pray  (1)  that  their 
Ninth  and  Final  Report  and  Accounting  and  all  of 
their  acts  and  accounts  be  approved  and  confirmed; 
(2)  that  they  be  discharged  as  Trustees,  resei-ving 
to  them,  jointly  and  to  each  of  them  separately,  and 
to  the  survivor  of  them,  the  power  and  authority 
thereafter  to  execute  and  deliver  such  instruments 
of  conveyance,  transfer,  substitution  or  release  as 
may  be  requested  by  the  Debtor  Company  from  time 
to  time  in  order  to  implement,  consummate,  confirm 
or  further  evidence  the  complete  and  effective  re- 
lease, transfer  and  .conveyance  to  the  Debtor  Com- 
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pany  of  all  the  business,  properties,  assets,  con- 
tracts, agreements,  leases,  actions,  rights  and  claims 
held  by  the  Trustees  in  this  proceeding,  provided 
that  the  Trustees  shall  have  the  right  but  shall  not 
be  required  to  submit  any  such  instruments  to  this 
Court  for  approval  prior  to  the  execution  and  de- 
livery thereof,  jurisdiction  to  be  reserved  by  this 
Court  for  such  purposes;  (3)  that  notwithstanding 
their  discharge  the  Trustees  be  authorized  at  any 
time  upon  the  request  of  the  Debtor  Company  to 
cooperate  with  the  Debtor  Company  in  any  and 
every  suit,  litigation,  proceeding,  controversy  or 
compromise  in  which  their  cooperation  as  such 
Trustees  may  appear  necessary  or  desirable;  (4) 
that  the  bonds  hertofore  given  by  the  Trustees  in 
this  proceeding  be  exonerated;  and  (5)  that  such 
other  or  different  order  or  orders  be  made  as  to  the 
Court  may  seem  meet  and  proper. 

ALLAN  P.  MATTHEW, 
Counsel  for  T.  M.  Schumacher  and  Sidney  M.  Ehr- 
man,  Trustees  in  Eeorganization. 

State  of  California, 

City  and  County  of  San  Francisco — ss. 

Sidney  M.  Ehrman,  being  first  duly  sworn,  de- 
poses and  says  that  he  is  one  of  the  Trustees  named 
in  and  making  the  foregoing  Ninth  and  Final  Re- 
port and  Accounting  by  the  Trustees  of  the  Prop- 
erty of  the  Debtor  and  Petition  for  Approval  of 
Their  Acts  and  Accounts,  for  Their  Discharge  as 
Trustees  and  for  the  Exoneration  of  their  Bonds; 
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that  he  has  read  the  foregoing  Ninth  and  Final  Re- 
port and  Accounting  and  Petition,  including  the  ex- 
hibits attached  thereto,  and  knows  the  contents 
thereof,  and  that  they  are  true  of  his  own  knowl- 
edge. 

/s/  SIDNEY  M.  EHEMAN. 

Subscribed  and  sworn  to  before  me  this  30th  day 
of  April,  1945. 

[Seal]  FRANK  L.  OWEN, 

Notary  Public  in  and  for  the  City  and  County  of 
San  Francisco,  State  of  California. 

EXHIBIT  1 


T.  M.  Schumacher  and  Sidney  M.  Ehrman,  Trustees  in  Reorganization 
of  The  "Western  Pacific  Railroad  Company 

Statement  of  Cash  Receipts  and  Disbursements 
January  1,  1944,  to  December  31,  1944 

Cash  on  hand  and  in  banks  January  1,  1944 $  14,435,248.59 

Receipts 

Agents  and  conductors  ..- $28,085,007.26 

Foreign  roads — Freight  traffic  balances  12,155,596.96 
Foreign  roads — Passenger  traffic 

balances   909,452.42 

iForeign  roads — Car  service 129,340.35 

Foreign  roads — Freight  claim  settle- 

!    ments    399,844.05 

Individuals  and  companies 3,224,856.22 

iRailway  Express  Agency,  Inc 219,481.70 

United  States  CTOvernment — 

;    Transportation  charges  38,998,547.95 

'Working  fund  advances 1,175.09 

Hospital  fund  collections 2,271.75 

Railway  Express  Agency,  Inc. — 

Interest  on  advances 2,130.78 

'  nterest  on  bank  balances,  time 

deposits,  etc 1,475.40 
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Tidewater  Southern  Railway  Co. — 

Principal  of  Note 508,278.61 

Tidewater  Southern  Railway  Co. — 

Interest  on  Note 29,649.59 

Deep  Creek  Railroad  Co. — 

Return  of  cash  advances 23,935.55 

Standard  Realty  and  Development  Co. — 

Return  of  cash  advances 60,000.00 

Central  California  Traction  Co. — 

Return  of  cash  advances 50,000.00 

Sacramento  Northern  Railway — 

Return  of  cash  advances 170,000.00 

Oakland  Terminal  Railway — Proportion 

of  income  and  profit  and  loss 18,653.34 

U.S.  Government,  Railroad 

Retirement  Board — Services 24.00 

Cash  collected  for  U.S.  War  Bonds  sold  263,991.88 
Interest  on  Equipment  Trust  Funds 

invested  in  U.S.  Government  Bonds..  11,750.00 

Collections  from  various  sources  in  con- 
nection with  consumation  of  the  Plan 

of  Reorganization 

Reconstruction  Finance 

Corporation  7,075,000.00 

Crocker  First  National  Bank  of 

San  Francisco  1,076,114.20 

Irving  Trust  Company  of  New  York      982,437.13        94,399,014.23 

Total  Receipts $108,834,262.82 

Disbursements 

Foreign  roads — Freight  traffic  balances$21,358,755.75 
Foreign  roads — Passenger  traffic 

balances   1,656,553.80 

Foreign  roads — Car  service  traffic 

balances   1,877,187.04 

Foreign  roads — Freight  claim 

settlements  272,744.62 

Paychecks  and  payroll  deductions 17,389,876.46 

Agents  drafts  on  Treasurer  for  payment 

of  steamship  companies'  charges  and 

other  purposes 2,710,272.45 

Drafts  in  settlement  of  freight  claims....       320,209.48 

Claim  agents  drafts 144,728.81 

Ticket  redemption  drafts 122,483.25 

Outside  agency  drafts 56,879.32 

Purchase  of  U.S.  Government  Savings 

Notes  ' '  C  " 7,100,000.00 
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Audited  Vouchers,  exclusive  of  payroll 
deductions  as  per  accompanying 
statements   35,127,996.71 

Deposited  with  the  Guaranty  Trust  Com- 
pany of  New  York  for  pajTnent  of 
cash  adjustments  in  connection  with 
exchange  of  securities  at  consummation 
of  the  Plan  of  Reorganization 12,681,258.52    $100,818,946.21 


Cash  on  hand  and  in  banks  December  31, 1944 $  8,015,316.61 

Statement  of  Voucher  Payments,  Exclusive  of  Pay  Roll  Deductions, 
January  1st,  1944,  to  December  31st,  1944 

Fuel  oil - $  2,705,528.91 

Coal 319,271.17 

Rail  (New)    221,041.83 

Rail  (Relay)   1,788.27 

Rail  joints  31,078.71 

Tie  plates 23,880.02 

Rail  anchors  and  anti-creepers 8,549.58 

Bolts,  spikes  and  nuts 51,470.68 

Crossings  and  other  track  material 1,791.00 

Lock  washers 2,817.92 

Switch  material 59,245.83 

Rail  bonds  4,279.12 

Ballast    181,969.97 

Lumber  and  ties  661,987.15 

Culvert  pipe  4,236.40 

Stand  pipe 771.42 

Cement  18,977.29 

'  Cro.ss  arms .'. 5,588.64 

Steel  pipe 32,725.85 

Wire 13,605.40 

Water  tanks 1,838.85 

Cable    1,985.98 

Pumps    8,501.32 

^Ranges   3,137.01 

Smoke  jacks 1,272.04 

Signal  material  4,316.26 

L/ocomotive  repair  parts 191,464.85 

Oiesel  locomotive  repair  parts 175,016.45 

jagging   3,107.91 

Brass  castings  58,580.41 

Battery  renewals 44,348.80 

:ron  and  steel 86,368.79 

iBabbitt  7,305.20 

)akite  and  Okeamo 13,780.78 

^ools  73,452.36 
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Acetylene  and  oxygen 25,771.30 

Solder  1,506.19 

Car  repair  parts 50,171.45 

Car  wheels  and  axles 53,135.26 

Brake  shoes  34,512.60 

Burlap 1,857.10 

Canvas  and  duck 5,476.38 

Blankets  and  mattresses .—  9,266.69 

Shop  machinery 52,082.79 

Roadway  machinery 34,238.78 

Fusees  and  torpedoes 50,813.97 

Rags  and  waste  22,214.61 

Oil  and  grease 164,848.14 

Chemicals  for  water  treatment 35,225.16 

Chemicals  for  killing  weeds 8,118.01 

Switch  lists  and  train  orders 2,588.46 

Tickets   10,374.78 

Timecards  and  time  tables  — : 3,968.46 

Teletype  sets  6,006.80 

Dining  car  and  hotel  supplies 462,682.77 

Hospital  services  and  supplies 148,243.92 

Ice,  salt,  and  refrigeration  expenses 506,870.07 

Central  traffic  control  equipment 643,465.48 

Real  estate  11,028.39 

Fencing   6,234.61 

Electrodes   230.63 

Winpower  electric  plants 1,245.58 

Steel  piling  12,051.34 

Ferry  slip  repair  parts 1,165.22 

Duplicating  machine 2,673.69 

Purchase  of  Capital  Stock,  The  Salt  Lake  City  Union 
Depot  and  Railroad  Company — 3000  shares  4%  Pre- 
ferred    300,000.00 

Purchase  of  4  Diesel  electric  switching  locomotives,  Nos. 

555  to  558  inc 311,419.68 

Purchase  of  10  Insulated  box  cars 9,500.00 

Purchase  of  Hotel  furniture  and  equipment  at  Portola... .  6,000.00 
Purchase  of  six  Diesel  electric  freight  locomotives 

through  conditional  sale  contract  with  The  Chase  Na- 
tional Bank,  New  York— 25%  of  certified  cost 782,820.00 

Purchase  of  U.S.  Treasury  Savings  Notes  Series  ' '  C  " 

Account  Maintenance  Fund 1,073,000.00 

Account  Federal  Income  Tax  Accruals 7,810,000.00 

Purchase  of  U.S.  War  Bonds  sold  for  cash 263,991.88 

U.S.  War  Bonds,  undelivered 20,081.25 

Tug  service  for  car  barges — San  Francisco  Bay 60,427.50 

San  Francisco  Harbor — Rents,  tolls  and  State  Belt  Ry. 

switching  175,368.26 

Services  of  express  messengers  as  train  baggagemen 21,647.59 
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Oroville  shop,  bus  service  for  employes...  9  600  00 

Welding  service.  Z.  \iu\25 

Contract  telegraph  service,  Western  Union 15  587  35 

Threlkeld  Commisary  Co.— Operating  deficits 12o'l'^6  41 

Testing  rails 9'461  20 

Expenses  Mexican  National  Laborers 72  222  17 

Group  Advertising ™  48187  37 

;  Repairs,  tugs  and  barges .".......  125486  85 

I  Foreign  cars  destroyed 25896  67 

j  Insurance  premiums 200739  89 

j  Foreign  roads,  traffic  balances 120086  96 

Overcharges  refunded  U.S.  Government 670313  49 

,  Fire  damage  U.S.  Government  Forests 31386^51 

i  U.S.  Government  fines 1168  20 

Fire  damage,  Oroville  packing  house ."....""..  5442  34 

I  Compensation  of  T.  M.  Schumacher  as  Reorganization 

Trustee  15  qqo  00 

,  Expenses  of  T.  M.  Schumacher  as  Reorganization 

I     Trustee  2  432  64 

I  Compensation  of  Sidney  M.  Ehrman  as  Reorganization 

1^  '^^"^tee 12,000.00 

Compensation  of  Allan  P.  Matthew  as  General  Counsel 

for  Reorganization  Trustees 18,000.00 

iNew  York  Office,  Salaries,  rents  and  other  expenses 34^839.65 

Traveling,  hotel,  automobile,  and  similar  expenses  of  offi- 
I    cers  and  employes  on  behalf  of  The  Western  Pacific 
I    Railroad  including  all  branches  of  company  service 

approximately  400  individual  accounts  per  month 373,860.30 

Handling  celery  refuse  at  Terminous 2241  00 

Repairs  Business  Car  No.  101 .'„'."'."  '983  46 

Fire  hazard  reduction  U.S.  National  Forests 16,154  41 

lExcess  mileage  of  tank  cars 24696  47 

pamage  claims  Greyhound  Bus  Company ..".""....  10000  00 

jPayments  to  A— Southern  Pacific  Company 1,060^413  JO 

]    ■  B — Atchison,  Topeka  and  Santa  Fe 

I                                 Railway  Co 45,510.71 

j                     C — Great  Northern  Railway  Co 261,964.13 

!                     D — McCloud  River  Railroad  Co 2,968.96 

E — The  Denver  and  Rio  Grande  Western 

;                                Railroad  Co. 1,139  822  94 

F— The  Salt  Lake  City  Union  Depot  and 

Railroad  Co 70  742.50 

(For  operation  of  joint  facilities,  re- 
pairs to  Western  Pacific  equipment, 
and  joint  facility  rents) 
idvances  to  subsidiary  com])anies  to  enable  them  to  meet 
:  current  obligations  including  operating  expenses, 
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taxes,  interest,  and  maintenance  of  adequate  cash 
working  funds 

Alameda  Belt  Line,  Capital  expenditures  $26,665.14 

Operations    68,084.86  94,750.00 


Sacramento  Northern  Railway 220,000.00 

Central  California  Traction  Company 48,000.00 

Interest— Equipment  Trust,  Series  of  1937 39,375.00 

Principal— Equipment  Trust,  Series  of  1937 155,000.00 

Interest— Equipment  Trust  Series  of  1941 37,100.00 

Principal— Equipment  Trust  Series  of  1941 265,000.00 

Interest — Conditional  Sale  Contract  with  The  Chase  Na- 
tional Bank  covering  six  steam  freight  locomotives 14,335.50 

Principal — Conditional  Sale  Contract  with  The  Chase 

National  Bank  covering  six  steam  freight  locomotives..        181,080.00 
Interest — Conditional  Sale  Contract  with  The  Chase  Na- 
tional Bank  covering  three  Diesel  electric  freight  loco- 
motives   18,333.00 

Principal — Conditional  Sale  Contract  with  The  Chase 
National  Bank  covering  three  Diesel  electric  freight 

locomotives 226,800.00 

Interest — Conditional  Sale  Contract  with  The  Chase  Na- 
tional Bank  covering  six  Diesel  electric  freight  locomo- 
tives          14,633.49 

Principal — Conditional  Sale  Contract  with  The  Chase 
National  Bank  covering  six  Diesel  electric  freight  loco- 
motives          187,200.00 

Interest— Trustees  Certificates 124,369.54 

Principal— Trustees  Certificates  300,000.00 

Interest  on  Central  California  Traction  Co.  Bonds,  viz :  13,500.00 

PaATuent  of  semi-annual  interest  due  April  1,  and  October  1, 
1944,  upon  Central  California  Traction  Company  5%  First 
Mortgage  Bonds  in  the  face  amount  of  $270,000,  which  ma- 
tured April  1,  1936,  are  owned  by  The  Western  Pacific  Rail- 
road Company  and  are  now  pledged  with  and  in  the  posses- 
sion of  Irving  Trust  Company  as  Trustee  under  the  General 
and  Refunding  Mortgage  of  The  Western  Pacific  Railroad 
Company,  dated  as  of  January  1,  1932,  as  collateral  under 
said  mortgage,  being  interest  from  October  1,  1943,  to  and 
including  September  30,  1944,  on  said  bonds,  at  the  same  in- 
terest rate  as  said  bonds  bore  prior  to  maturity. 
Interest  and  principal  collected  on  Tidewater  Southern 
Railway  Company  Note,  deposited  with  Irving  Trust 
Company  of  New  York,  Trustee,  The  Western  Pacific 

Railroad  Company,  General  and  principal 508,278.61 

Refunding  Mortgage  interest 29,649.59 

Crocker  First  National  Bank  of  San  Francisco,  and  Sam- 
uel Armstrong,  Trustees,  The  Western  Pacific  Railroad 
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Company,  First  Mortgage  Deposits  in  lieu  of  mort- 
gaged property  sold 

Safeway  Stores,  Land  in  San  Francisco 7,189.77 

Deposits  of  rentals  collected 

Moore  Dry  Dock  Company,  Oakland 7,834.79 

Advances  to  the. Reorganization  Committee 15,987.71 

Rentals  for  general  offices  and  outside  agencies 99,752.08 

Rental  for  Oakland  waterfront  land 2,000.00 

Rental  for  United  States  tank  cars  (Mileage) 5,112.93 

Rental  for  locomotives 104,049.04 

Rental  for  buses 2,462.31 

Taxes,  State,  County,  etc 1,039,057.21 

Taxes,  Sales 34,528.40 

Federal  Income  tax  collections 2,293,656.51 

Federal  Transportation  tax  collections 922,326.01 

PajTuents  account  of  Railroad  Retirement  Board 1,201,294.17 

Payments  account  of  Social  Security  Board  Unemploy- 
ment Reserves  .". 1.  553,900.00 

Payments  to  contractors  account  of  improvements,  etc. 

Extension  of  operators  quarters  at  Pulga 977.00 

Oakland  commissary 1,238.39 

Passenger  platform  Sacramento 6,068.25 

Freight  Shed,  San  Jose 808.90 

Roundhouse,  and  drop  table,  Oroville 54,820.76 

Roundhouse,  Elko 41,532.10 

Roundhouse,  Stockton  12,071.50 

Roundhouse,  Oakland  and  new  turntable 71,384.17 

Freight  house,  Stockton 14,808.15 

Stationery  store  Oakland 2,567.76 

Yard  tracks,  Portola 44,284.80 

Yard  Office,  Oroville 8,990.69 

Painting,  Bridges  Various 4,220.64 

Buildings,  Fruitvale,  Livermore 1,158.00 

Buildings,  Oakland 2,332.00 

Buildings,  various,  Eastern  Division 31,636.75 

Warehouse  San  Francisco 1,077.00 

Alterations,  Freight  office,  San  Francisco 4,512.00 

Passenger  station,  Stockton 1,729.00 

Packing  shed,  Thornton 2,531 .00 

Packing  shed,  SanJo.se  11,157.98 

Ticket  office,  Sacramento  station 3,516.43 

Grading  Oroville  Yard 2,491.00 

Buena  Vista 375.00 

Herlong   1,500.00 

Oakland  1,188.04 

San  Francisco  11,677.67 

Elko  Yard 12,203.43 

Winnemucca  Yard  11,287.12 
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Payments  to  contractors  account  of  improvements,  etc.  (Cont.) 

Construction  Roadway  Oakland  Mole 19,107.80 

Signal  tower,  Keddie 4,537.25 

Frame  dwellings,  various  points 16,282.11 

Depot,  Warner  6,394.00 

Carmen's  house  Stockton 845.00 

Pipeline,  Sacramento  Shops 1,233.00 

Foundations,  Central  Traffic  Control 19,261.75 

Culverts,  various  points 29,404.90 

Eoof ,  Freight  Platform,  San  Francisco 345.37 

Section  facilities,  various  points , 47,404.25 

Station  platform,  Pleasanton 2,988.58 

Frame  buildings,  Nevada 7,642.38 

Bunkhouse,  Chilcoot 2,686.00 

Depot,  Wells  7,043.02 

Passing  track,  Carlin 691.26 

Track,  San  Francisco 1,178.00 

Flood  gate,  Marvsville 912.00 

Tin  shop,  Elko 427.18 

Trainmaster 's  office.  Salt  Lake  City 867.61 

Toolhouse,  Oakland  ..". 561.19 

Drain,  San  Francisco  Freight  house 1,589.45 

Rest  room.  General  Store  Sacramento 1,523.30 

Barrier  posts,  Oakland 611.57 

Operators  quarters,  Warner 1,424.00 

Warehouses,  Oakland 61,612.00 

Driveway,  Pleasanton 807.00 

Yard  office,  San  Francisco 8,566.00 

Section  facilities,  San  Francisco 16,862.50 

Toilet,  Stockton  Yard 2,350.62 

Section  facilities,  Oakland 25,156.37 

Oil  house,  San  Francisco 490.00 

Section  facilities,  Eastern  Division 43,286.00 

Yard  tracks,  Elko 25,763.53 

Diesel  enginehouse,  San  Francisco 24,000.00 

Dispatchers  office,  Keddie 16,183.71 

Passing  track  Dyke 4.912.00 

Transformer  house,  Portola 595.00 

Driveway  Oakland  Warehouses 6,676.45 

Concrete  platform,  Oroville 5,571.37 

Elevator,  Sacramento  Store 3,170.00 

Platform,  Deeota 3,631.17 

Division  office,  Sacramento 2,952.00 

Dwelling,  Spring  Garden 5,367.75 

Interchange  office,  San  Francisco 1,414.50 

Garage,  Oakland 990.45 

Fuel  reservoir,  Sacramento 4,266.00 

Car  inspectors  building,  Stockton 3,357.00 

Oil  tank,  Wendover 7,177.50 
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Pajonents  to  contractors  account  of  improvements,  etc.  (Cont.) 

Construction  Repairs  Packing  sheds,  Milpitas 671.62- 

Platform,  Sacramento  454.00 

Bridge  178.18 24,029.87 

Bridge,  363.35 33,579.37 

Passenger  station,  Sacramento 7,529.43 

Buildings,  Reno 547.25 

Freight  house  and  shed,  San  Francisco 10,471.33 

Embankments,  Eastern  Division 120,700.52 

Warehouses,  San  Francisco 5,188.24 

Dock,  Oakland  Mole 57,224.69 

25th  St.  Wharf,  San  Francisco 67,128.64 

Wharf,  Stockton 11,398.13 

Lumber  shed,  Sacramento 2,015.00 

Hotel,  Portola 3,171.00 

Freight  house,  Stockton 5,846.49 

Tunnel  No.  15 97,748.60 

Station,  Marysville 17,688.83 

Roadway,  Crescent  Mills 3,953.87 

Clearing  Slide,  Virgilia 15,895.90 

Re-arrangement  of  tracks,  Oakland 1,890.00 

RoadAvay,  San  Jose 713.63 

Oakland  Commissary 1,324.62 

Roadway,  David 9,962.19 

Roadway,  Carboard  2,344.03 

Roundhouse,  Oroville 11,965.05 

Freight  house,  Winnemucca 1,040.00 

Clearing  slide.  Red  Rock 2,153.28 

Re-locate  carmen 's  shed,  San  Francisco 546.83 

Onion  platform,  Stockton 782.65 

Yard  track,  San  Francisco 993.88 

Roundhouse,  Oakland  4,976.50 

Loading  platform,  Stockton  1,819.45 

Roadway,  Oakland  Mole 4,838.40 

t-    Freight  house,  Oroville 1,063.39 

Platform,  San  P'^rancisco 576.16 

Packing  shed,  Terminous 15,326.26 

Auto  platform,  San  Francisco 750.00 

Pipe  Line,  Senoke  Creek 4,757.10 

Embankments  various  locations 17,961.66 

Warehouse,  Stockton  2,475.00 

Dispatchers  Circuit,  Western  Division 1,470.00 

Stock  yard,  Winnemucca 914.98 

Pipe  Line,  Cottonwood  Springs 2,309.72 

Removing  rocks,  San  Francisco 619.35 

Salvaging  wire  from  Sacramento  Northern  Railway  — .  399.50 

Digging  drainage  ditch,  Sacramento 647.50 

Drilling  well,  Jungo 5,360.00 

Lighting  fixtures,  various  stations 7,371.00 

Harvesting  ice  crop,  Carlin 32,906.81 
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Payments  to  contractors  account  of  improvements,  etc.  (Cont.) 

Erection  temporary  camp,  San  Francisco 4,241.00 

Paving  and  street  work,  San  Francisco 11,751.79 

Oakland  5,718.96 

Stockton  7,333.12 

Marysville   1,738.10 

San  Jose 3,503.22 

Fitting  up  city  ticket  office,  San  Francisco 540.75 

Fees  and  expenses  of  financial  institutions  as  Trustees, 
Agents,  etc.,  as  follows : 
The  Chase  National  Bank  of  New  York 
Equipment  Trust  Series  "  D  " 
Services  in  redemption  of 

certificates  $73.00 

Services  account  of  cremation 1.10 

Services  in  execution  of  assignment..  75.00 
Expenses  in  execution  of  assignment  27.00  176.10 

The  Western  Pacific  Railroad  Company,  First  Mortgage 
Services  as  Attorney  in  fact  for 

Samuel  Armstrong,  Individual 

Trustee 200.00 

Services  as  Registrar 150.00 

Services  in  execution  of  release 

from  Mortgage 100.00 

Expenses  in  execution  of  release 

from  Mortgage 40.00 

Services  account  register  and 

transfer  of  bonds 10.20 

Services  account  authentication 

of  bonds 26.00 

Expenses  postage  and  insurance 12.05  538.25  714.35 


Crocker  First  National  Bank,  San  Francisco,  Trustee 
The  Western  Pacific  Railroad  Company,  First 
Mortgage 

Services  as  Trustee 2,464.50 

Services  in  execution  of  release  from 

Mortgage 150.00 

Expenses  in  execution  of  release  from 
Mortgage  155.00  2,769.50 

Services  account  safekeeping  Sacramento 

Northern  Railroad  Bonds 2,606.74  5,376.24 

Irving  Trust  Company,  New  York,  Trustee 

The  Western  Pacific  Railroad  Company 

General  and  Refunding  Mortgage 

Services  as  Trustee 612.50 

Expenses  as  Trustee 208.64  821.14 
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Fees  and  expenses  of  financial  institutions  as  Trustees, 
Agents,  etc.  (Cont.) 

Services  in  execution  of 

release  from  Mortgage 50.00 

Expenses  in  execution  of 

release  from  Mortgage 29.32     79.32  900.46 

Central  Hanover  Bank  and  Trust 
Company,  New  York 

Equipment  Trust  Series  of  1937 

Services  as  Trustee 225.00 

Services  as  Registrar 100.00 

Services  account  retirement 

of  certificates 193.75 

Services  paying  interest 46.31  565.06 

Equipment  Trust  Series  of  1941 

Services  as  Trustee 235.00 

Services  as  Registrar 100.00 

Services  account  retirement 

of  Certificates  331.25 

Services  paying  interest 46.38  712.63  1,277.69 

Legal  services  and  expenses,  exclusive  of  services  of  Gen- 
eral Counsel  for  Trustees  and  his  office,  and  of  services 
and  expenses  of  the  regular  legal  staff  of  the  Company, 
as  follows : 

Fabian  and  Clendennin, 

Salt  Lake  City,  Utah Services  1,200.00 

Expenses  .83  1,200.83 

]\Iorley,  Griswold  and  Milton  J. 

Reinhart,  Elko,  Nevada Services     160.00 

Expenses       36.32  196.32 

Farnsworth  and  Van  Cott, 

Salt  Lake  City,  Utah Services       51.00 

Expenses         1.50  52.50 

J.  S.  Halley,  Reno,  Nevada Services  75.00 

J.  E.  Robinson,  Reno,  Nevada Services  100.00 

George  Lalise,  Reno,  Nevada Sendees  50.00 

S.  C.  Young,  Quincv,  California  ....Services       75.00 

Expenses       23.81  98.81 

Hinsdale,  Otis,  Johnson  and 

Ware,  Sacramento,  California.—Services  2,350.00 

Expenses     133.62  2,483.62 

Neumiller  and  Ditz, 

Stockton,  California Services     635.00 

Expenses      117.98  752.98 

Seth  Milligan,  Gridley,  Calif Services  25.00 
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Legal  Services  and  Expenses,  etc.  (Cont.) 

Jesse  E.  Nichols,  Oakland,  Calif Services     100.00 

Expenses       14.00  114.00 

Hynes,  Browser  and  Ottonello, 

Oakland,  California Services  200.00 

Brown,  Rosson,  and  Gillis, 

Oakland,  California Services  2,935.00 

Expenses       51.12  2,986.12 

McCutcheon,  Thomas,  Matthew,  Griffiths 

and  Green,  San  Francisco Expenses  220.17 

Dunne  and  Dunne,  San  Francisco.. Services  6,375.00 

Expenses      167.34  6,542.34 

Moran  and  Mielke,  San  Francisco.. Services     750.00 

Expenses     201.92  951.92 

A.  C.  Wollenberg,  San  Francisco.— Services     475.00 

Expenses       39.00  514.00 

Miscellaneous 2,087,921.13 

Total  Audited  Vouchers $35,127,996.71 

Miscellaneous  voucher  payments  include  items  of  expenditure  for  the 

following,  among  various  others  : 

Gasoline 

Memberships  in  railroad,  commercial  and  civic  associations  and  organi- 
zations 

Screws,  nails,  etc. 

Postage,  telephone,  telegraph,  electric  light  and  power  service  and 
water  service 

Stationery  and  printing,  blueprints,  printers  supplies,  etc. 

Hardware 

Stockyard  service  charges  at  various  points 

Lighting  supplies,  electric  supplies  and  materials 

Locomotive  repair  parts  ordinary 

Car  repair  parts  ordinary 

Track  fastenings  ordinary 

Frogs  and  switches  ordinary 

Paints,  oils,  varnishes  and  glass 

Castings — Steel,  iron,  brass  and  bronze 

Building  materials  and  supplies 

Sand  and  gravel 

Payments  to  foreign  lines  (other  than  those  hereinbefore  specified  for 
repairs  to  Western  Pacific  equipment) 

Payments  to  other  lines  and  terminals  for  switching 

Advertising,  miscellaneous 

Freight  pick-up  and  delivery  service  and  drayage  at  various  points 

Pipe  fittings  ordinary 

Auto  supplies  and  parts 

Explosives 

Metals  for  various  purposes 

Car  seals,  and  various  other  car  and  train  supplies 

Signal  materials  and  supplies  ordinary 
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Furniture 

Office  Supplies 

Services  of  various  companies  for  checking  and  handling  freight 

Track  motor  cars  and  parts 

Water  pumps  and  parts 

Dry  goods 

Rubber  goods 

Inspection  of  lumber,  ties,  rails  and  other  materials 

Repairs  to  miscellaneous  buildings 

Fire  protection  equipment 

Freight  charges  on  company  material  in  freight  forwarder's  pool 

shipments 
Marine  and  ship  chandlery  supplies 

Accounting  Department 
San  Francisco,  California 


I 
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EXHIBIT  2 

T.  M.  Schumacher  and  S.  M.  Ehrman 

Trustees  in  Reorganization 

The  Western  Pacific  Railroad  Company — Debtor 

Revenues,  Expenses  and  Income 

Period  Januarj'  1, 1944,  to  December  31, 1944,  Inclusive 


Total  Railway 
Operating 
Month  Revenues 

(1) 

.January  $  4,177,091.30 

February  2,755,104.81 

March  4,558,775.54 

April 4,681,363,78 

May    4,654,846.84 

Juiic  3,939,439.05 

July   3,605,985.91 

August  4,291,967.85 

September  5,120,837.60 

October 5,446,573.73 

November 4,961,522.43 

December 4,656,437.87 

.Ian.  to  Dec.  Inclusive....$52,849,946.71 


Total  Railway 
Operating 
Expenses 


(2)  (3) 

$  2,380,876.52  $1,061,266.41 

2,307,457.74  143,692.69 

2,756.181.32  1,104,906.59 

2,508,098.49  1,465,859.79 

2,586,478.10  1,360,098.80 

2,674,229.12  440,527.28 

2,623,915.60  182,169.10 

2,899,031.99  725,399.13 

2,859,702.73  1,287,199.61 

2,936,269.89  1,483,897.75 

2,779,702.91  195,786.07 

2,885,469.49  1,088,328.78 

$32,197,413.90  $8,362,474.44 


Hire  of  Equip- 

Miscellaneous 

ment  and  Joint 

Net  Railway 

Other 

Total 

Deductions 

Facility  Rents — 

Operating 

Income 

Income 

From  Income 

Net  Debit 

Income 

(Acci-uals) 

(Accruals) 

(Accruals) 

Net  Income 

(4) 

(5) 

(6) 

(7) 

(8) 
(See  Note) 

(9) 
(See  Note) 

$    180,619.36 

$     554,329.01 

$  35,903.85 

$     590,232.86 

$  32,528.61 

$     557,704.25 

63,720.66 

240,233.72 

41,205.40 

281,439.12 

68,241.62 

213,197.50 

171.733.96 

525.9,53.67 

46,605.59 

572,559.26 

50,132.96 

522,426.30 

132,631.21 

574,774.29 

42,366.45 

617,140.74 

43,140.72 

574,000.02 

91,676.69 

616,593.25 

42,312.07 

658,905.32 

55,849.45 

603,055.87 

104,652.08 

720,030.57 

46,772.14 

766,802.71 

45,182.63 

721,620.08 

130.738.78 

669,162.43 

34,505.00 

703,667.43 

54,491.78 

649,175.65 

153,598.15 

513,938.58 

38,716.80 

552,655.38 

36,955.94 

515,699.44 

201,723.17 

772,212.09 

38,295.27 

810,507.36 

50,975.78 

759,531.58 

247,287.72 

779,118.37 

35,010.85 

814,129.22 

11,459.17 

802,670.05 

216,637.28 

1,769,396.17 

54,866.65 

1.824,262.82 

42,245.35 

1,782,017.47 

261,433.36 

2.597,863.80 

29,901.89 
$486,461.96 

2,627,765.69 

15,361.41 

2,612,404.28 

$1,956,452.42 

$10,333,605.95 

$10,820,067.91 

$506,565.42 

$10,313,502.49 

Italics  denote  red  figures. 


Note :  Columns  8  and  9  exclude 
accruals  for  deductions  from 
income  for  interest  not  being 
paid  by  Reorganization  Trus- 
tees and  amortization  of  dis- 
count on  First  Mortgage  Bonds, 
as  follows : 

Month  Amount 

January   $  275,282.91 

February   274,335.31 

March  275,282.93 

April  274,809.10 

May  275,282.92 

June   274,809.27 

July  275,282.92 

August   275,282.94 

September    274,809.09 

October  275,282.92 

November  274,809.10 

December  275,283.09 

Jan.  to  Dec., 

Inclusive $3,300,552,50 
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EXHIBIT  No.  3 

T.  M.  Schumacher  and  Sidney  M.  Ehrman, 
Trustees  in  Reorganization  of 
The  Western  Pacific  Railroad  Company- 
Changes  in  Capital  Accounts  Due  to  Acquisitions  of  Property, 
Improvements  and  Retirements  as  reported  to  the 
Interstate  Commerce  Commission 

Period  January  1st,  1944,  to  December  31st,  1944 

Year        Month  Acquisitions        Retirals      Net  Additions 

Road  and  Equipment 

1944     January  $    395,918.14  $       4,969.20  $    390,948.94 

1944     February  131,231.24  17,183.79  114,047.45 

1944    March  226,630.35  35,042.50  191,587.85 

1944     April  266,550.07  5,699.88  260,850.19 

1944     May  209,179.63  7,425.63  201,754.00 

1944    June   340,260.18  11,153.13  329,107.05 

1944    Julv    1,737,506.09  20,870.87  1,716,635.22 

1944    August  1,292,370.64  16,127.40  1,276,243.24 

1944    September  215,981.78  30,967.46  185,014.32 

1944     October 303,027.78  16,475.25  286,552.53 

1944    November  795,855.66  79,621.41  716,234.25 

1944    December  254,475.78  28,400.03  226,075.75 

January  1st  to  December 

31st,  1944,  Incl $6,168,987.34  $   273,936.55  $5,895,050.79 
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Miscellaneous  Physical  Property 

1944     January  $            58.69    $             $            58.69 

1944    February  2,662.74          14,059.02  11,396.28 

1944     March  22,576.04                  22,576.04 

1944    April  1,253.74                  1,253.74 

1944    May 3,241.87                  3,241.87 

1944    June   32,336.27                  32,336.27 

1944    July    11.24                  11.24 

1944    August  354.22                  354.22 

1944     September   6,838.60                  6,838.60 

1944     October    5,074.43            1,008.51  4,065.92 

1944    November  23,399.80               500.00  22,899.80 

1944     December  44.45                   3.29  41.16 

Januarv  1st  to  December 

31st,  1944,  Incl $     97,852.09    $     15,570.82  $      82,281.27 

Italics  denote  red  figures. 

Investments  in  Affiliated  Companies 

Capital  Stock 

Year        Month  Acquisitions        Retirals      Net  Additions 

1944    April    $   300,000.00   $  $   300,000.00 

January  1st  to  December 

31st,  1944,  Incl $    300,000.00    $  $    300,000.00 


Notes 

1944    November    $  $   508,278.61    $   508,278.61 

January  1st  to  December — 

31st,  1944,  Incl $  $    508,278.61    $   508,278.61 


Advances 

1944    January  $          266.93  $          888.31  $          621.38 

1944     February  266.93  23,925.25  23,658.32 

1944     March  266.93  230,000.00  229,733.07 

1944    April 266.93                  266.93 

1944    May 266.93                  266.93 

1944    June   220,266.93                  220,266.93 

1944    July    266.93                  266.93 

1944     August  266.93  198.89  68.04 

1944     September  266.93                  266.93 

1944     October    266.93  888.31  621.38 

1944    November  266.93                  266.93 

1944     December  266.93  303,310.86  303,043.93 

January  1st  to  December 

31st,  1944,  Incl $    223,203.16  $    559,211.62  $   336,008.46 

Total  Investments  in 

Affiliated  Companies  $    523,203.16  $1,067,490.23  $   544,287.07 
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1944     October 

Januarv  1st  to  December 
31st, 'l944,  Incl 

Other  Investments 
Capital  Stock 

--$             $ 

100.00 

$ 

100.00 

....$ 

$ 

100.00 

$ 

100.00 

1944    June   

1944     September   

1944     November  

....$ 

Notes 
226.21 
81.59 

$ 

27.20 

$ 

226.21 
81.59 
27.20 

January  1st  to  December 
31st,  "1944,  Incl 

....$ 

307.80 

$ 

27.20 

$ 

280.60 

Total  Other  Investments 

....$ 

307.80 

$ 

127.20 

$ 

180.60 

Italics  denote  red  figures. 

Recapitulation 

January  to  December,  1944,  Inclusive 

Year        Month  Acquisitions        Retirals      Net  Additions 

Total  Acquisitions $6,790,350.39 

Total  Retirements 1,357,124.80 


Grand  Total— Net  Additions $5,433,225.59 

Italics  denote  red  figures. 

[Endorsed] :     Filed  Feb.  11,  1949. 
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DEFENDANT'S  EXHIBIT  No.  26 

AUan  P.  Matthew, 
1500  Balfour  Building, 
San  Francisco  4,  California. 

Original  Filed  May  21,  1945,  With  Clerk,  U.  S. 
Dist.  Court,  San  Francisco. 

In  the  District  Court  of  the  United  States,  for  the 
Northern  District  of  California,  Southern  Di- 
vision 

No.  26591-S 

In  the  Matter  of 

THE  WESTERN  PACIFIC  RAILROAD  COM- 
PANY, 

Debtor. 

ORDER  APPROVING  AND  CONFIRMING 
NINTH  AND  FINAL  REPORT  AND  AC- 
COUNTING BY  THE  TRUSTEES  OF  THE 
PROPERTY  OF  THE  DEBTOR,  APPROV- 
ING AND  CONFIRMING  THEIR  ACTS 
AND  ACCOUNTS,  DISCHARGING  THEM 
AS  TRUSTEES  AND  EXONERATING 
THEIR  BONDS 

The  Ninth  and  Final  Report  and  Accounting  by 
T.  M.  Schumacher  and  Sidney  M.  Ehrman,  the 
Trustees  of  the  properties  of  the  Debtor  above 
named,  and  the  petition  of  said  Trustees  for  ap- 
proval of  their  acts  and  accounts,  for  their  dis- 
charge as  Trustees  and  for  the  exoneration  of  their 
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bonds,  filed  herein  on  April  30,  1945,  came  on  regu- 
larly for  hearing  on  May  21,  1945,  and  it  appearing 
and  the  Court  finding : 

1.  That  said  Trustees  have  given  notice  of  hear- 
ing by  mailing  and  publication  as  directed  by  the 
order  of  this  Court  made  on  April  30,  1945; 

2.  That  the  allegations  of  said  Ninth  and  Final 
Report  and  Accounting  and  of  said  petition  are 
true  ; 

3.  That  as  directed  by  the  order  of  this  Court 
made  on  November  27,  1944,  and  as  requested  by 
the  Reorganization  Committee,  said  Trustees  exe- 
cuted, acknowledged  and  delivered  to  the  Debtor 
Company,  prior  to  December  28,  1944,  a  deed  sub- 
stantially in  the  form  attached  to  said  order  as  Ex- 
hibit "A,"  releasing  and  transfering  to  the  Debtor 
Company  as  of  12 :01  a.m..  Pacific  War  Time,  on 
December  29,  1944,  title  to  all  property,  rights  and 
interest  of  every  kmd  and  description  held  by  them 
as  such  Trustees,  thereupon  and  thereby  divesting 
the  Trustees  of  all  title  to  all  properties  and  assets 
held  by  them  as  Trustees  in  this  proceeding  and 
vesting  such  title  to  all  thereof  in  the  Debtor  Com- 
pany ; 

4.  That  in  exchange  for  said  deed,  referred  to 
in  the  immediately  preceding  paragraph  hereof, 
said  Trustees  received  from  the  Debtor  Company 
an  agreement,  substantially  in  the  form  of  Exhibit 
"D"  attached  to  said  order  of  November  27,  1944, 
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whereby  the  Debtor  Company  assumed  and  agreed 
to  perform  all  contracts,  leases,  agreements,  liabili- 
ties and  obligations  of  the  Trustees  remaining  in 
effect  on  December  31, 1944 ; 

5.  That  as  authorized  and  directed  by  said  order 
of  this  Court  made  on  November  27, 1944,  said  Trus- 
tees continued  their  control  and  operation  of  the 
Debtor's  business  and  properties  until  12:00  o'clock 
midnight,  Pacific  War  Time,  on  December  31,  1944, 
whereupon  all  possession,  control  and  operation  of 
said  business  and  properties  by  the  Trustees  ceased 
and  terminated,  and  possession,  control  and  opera- 
tion of  all  said  business  and  properties  were  trans- 
ferred to  and  accepted  by  the  Debtor  Company; 

6.  That  at  or  prior  to  the  end  of  the  year  1944 
said  Trustees  divested  themselves  of,  and  trans- 
ferred and  conveyed  to  and  vested  in  the  Debtor, 
Company,  all  title  to  and  all  possession,  control  and 
operation  of  the  business  and  properties  theretofore 
held  by  the  Trustees  in  this  proceeding,  all  as  re- 
quired by  orders  of  this  Court ;  and 

7.  That  all  duties,  obligations,  services  and  re- 
sponsibilities of  said  Trustees  in  this  proceeding 
have  been  duly  and  fully  performed  and  completed, 
save  only  the  execution  of  any  further  instruments 
of  conveyance,  transfer,  substitution  or  release 
which  may  be  requested  by  the  Debtor  Company  for 
the  purpose  of  implementing  or  consummating  the 
complete  and  effective  transfer  to  the  Debtor  Com- 
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pany  of  all  of  the  business,  properties,  assets,  con- 
tracts, agreements,  leases,  actions,  rights  and  claims 
heretofore  held  by  said  Trustees  in  this  proceeding. 

Now,  Therefore,  the  Court  being  fully  advised  in 
the  premises.  It  Is  Hereby  Ordered,  Adjudged  and 
Decreed : 

1.  That  said  Ninth  and  Final  Report  and  Ac- 
counting by  said  Trustees  and  all  of  their  acts  and 
accounts  alleged  and  set  forth  in  said  Ninth  and 
Final  Report  and  Accounting  be  and  the  same  are 
hereby  approved  and  confirmed  ; 

2.  That  said  Trustees  be,  and  they  hereby  are, 
discharged,  reserving,  however,  to  the  Trustees, 
jointly  and  to  each  of  them  separately,  and  to  the 
survivor  of  them,  the  power  and  authority  hereafter 
to  execute  and  deliver  such  instruments  of  convey- 
ance, transfer,  substitution  or  release  as  may  be 
requested  by  the  Debtor  Company  from  time  to 
time  in  order  to  implement,  consummate,  confirm  or 
further  evidence  the  complete  and  effective  release, 
transfer  and  conveyance  to  the  Debtor  Company  of 
all  the  business,  properties,  assets,  contracts,  agree- 
ments, leases,  actions,  rights  and  claims  held  by  the 
Trustees  in  this  proceeding;  provided,  however, 
that  said  Trustee  shall  have  the  right,  but  shall  not 
be  required,  to  submit  any  such  instruments  to  this 
Court  for  approval  prior  to  execution  and  delivery 
thereof,  jurisdiction  being  hereby  reserved  by  the 
Court  for  such  purposes ;  and 
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3.  That  notwithstanding  their  discharge  said 
Trustees  be,  and  they  hereby  are,  authorized,  jointly 
and  separately,  at  any  time  upon  the  request  of  the 
Debtor  Company,  to  cooperate  with  the  Debtor 
Company  in  any  and  every  suit,  litigation,  proceed- 
ing, controversy  or  compromise  in  which  their  co- 
operation as  such  Trustees  may  appear  necessary 
or  desirable ;  and 

4.  That  the  bonds  heretofore  given  by  said  Trus- 
tees severally  for  the  faithful  discharge  of  their 
duties  and  responsibilities  be,  and  the  same  hereby 
are,  exonerated,  and  said  Trustees  and  Fidelity  and 
Deposit  Company  of  Marykiud,  the  surety  upon 
each  of  said  bonds,  be  and  they  hereby  are  released 
from  all  liability  on  said  bonds. 

Dated:    May  21, 1945. 

A.  F.  ST.  SURE, 
Judge. 

[Endorsed]  :     Filed  Feb.  11, 1949. 
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Allan  P.  Matthew, 
1500  Balfour  Building, 
San  Francisco  4,  California. 

Filed  Feb.  1944 

C.  W.  Calbreath,  Clerk 

(Original  filed  Feb.  21, 1944. 

With  Clerk,  U.  S.  Dist.  Court  San  Francisco.) 

In  the  District  Court  of  the  United  States,  for  the 
Northern  District  of  California,  Southern  Di- 
vision 

No.  26591-S 

In  the  Matter  of 
THE  WESTERN  PACIFIC  RAILROAD  COM- 
PANY, 

Debtor. 

ORDER  PROVIDING  FOR  HEARING  UPON 
PETITION  FOR  AUTHORITY  TO  ESTAB- 
LISH RESERVE  FUND  FOR  CONTIN- 
GENT  TAX   LIABILITIES 

Upon  due  consideration  of  the  petition  of  T.  M. 
Schumacher  and  Sidney  M.  Ehrman,  Trustees  of 
the  properties  of  the  Debtor  above  named,  for  au- 
thority to  establish  a  reserve  fund  for  contingent 
tax  liabilities. 

It  Is  Hereby  Ordered  as  follows : 

1.     That  said  petition  be  and  it  hereby  is  set  for 
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hearing  before  this  Court  on  March  3,  1944,  at  10 
o'clock  a.m. 

2.  That  said  Trustees  be  and  they  hereby  are  di- 
rected to  give  notice  of  the  said  hearing  substan- 
tially in  the  following  form : 

Legal  Notice 

In  the  District  Court  of  the  United  States,  for  the 
Northern  District  of  California,  Southern  Di- 
vision 

No.  26591-S 

In  the  Matter  of 

THE  WESTERN  PACIFIC  RAIROAD  COM- 
PANY, 

Debtor. 

Notice  of  Hearing  Upon  Petition  for  Authority  to 
Establish  Reserve  Fund  for  Contingent  Tax 
Liabilities 

Notice  Is  Hereby  Given,  pursuant  to  the  order  of 
the  above-named  court,  that  a  hearing  will  be  held 
before  the  Honorable  A.  F.  St.  Sure,  Judge  of  the 
above-entitled  court,  at  the  Court  Room  of  the  said 
Judge  in  the  United  States  Post  Office  and  Court 
House  Building,  Seventh  and  Mission  Streets,  in 
the  City  and  County  of  San  Francisco,  State  of  Cal- 
ifornia, on  March  3,  1944,  at  10  o'clock,  a.m.,  upon 
the  petition  of  T.  M.  Schumacher  and  Sidney  M. 
Ehrman,  Trustees  in  Reorganization  of  The  West- 
ern Pacific  Railroad  Company,  the  Debtor  above 
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named,  for  authority  to  establish  a  reserve  fund  for 

contingent  tax  liabilities. 

T.  M.  SCHUMACHER  and 
SIDNEY  M.  EHRMAN, 

Trustees  in  Reorganization  of  The  Western  Pacific 
Railroad  Company. 

3.  That  the  said  notice  be  given  by  mailing  prior 
to  the  24th  day  of  February,  1944,  a  copy  of  this 
order  and  a  copy  of  said  petition  to  the  following 
parties : 

1.  Crocker  First  National  Bank  of  San  Fran- 
cisco and  Samuel  Armstrong. 

2.  Irving  Trust  Company,  as  Trustee  imder  In- 
denture securing  Debtor's  General  and  Refunding 
Mortgage  Bonds. 

3.  A.  C.  James  Co. 

4.  Reconstruction  Finance  Corporation. 

5.  The  Railroad  Credit  Corporation. 

6.  The  Chase  National  Bank  of  the  City  of  New 
York,  as  Trustee  under  Agreement  dated  May  1, 
1929,  covering  Equipment  Trust  Certificates. 

7.  The  Western  Pacific  Railroad  Corporation. 

8.  The  Western  Pacific  Railroad  Company. 

9.  The  Western  Realty  Company. 

10.  Central  Hanover  Bank  and  Trust  Company, 
as  Trustee  under  Agreement  dated  February  1, 
1937,  covering  Equipment  Trust  Certificates. 

11.  Central  Hanover  Bank  and  Trust  Company, 
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as  Trustee  under  Agreement  dated  August  1,  1941, 
covering  Equipment  Trust  Certificates. 

Dated :     February  21,  1944. 

A.  F.  ST.  SURE, 
Judge. 

[Endorsed] :     Filed  Feb.  15, 1949. 


DEFENDANT'S  EXHIBIT  No.  29 

M.  C.  Sloss, 

Sloss,  Turner  &  Finney, 
1300,  One  Eleven  Sutter, 
San  Francisco,  California. 

In  the  District  Court  of  tlie  United  States,  for  the 
Northern  District  of  California,  Southern  Di- 
vision 

No.  26591-S 

In  the  Matter  of 

THE  WESTERN  PACIFIC  RAILROAD  COM- 
PANY, 

Debtor. 

ORDER  GRANTING  PETITION  OF  INTER- 
VENTION OF  THE  WESTERN  PACIFIC 
RAILROAD  CORPORATION 

The  petition  of  The  Western  Pacific  Railroad 
Corporation,  a  corporation,  an  unsecured  creditor 
and  the  sole  stockholder  of  the  above-named  debtor, 
filed  herein  on  December  7,  1939,  praying  that  it  be 
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permitted  to  intervene  for  all  purposes  in  the  above- 
entitled  proceeding,  came  on  regularly  this  day  for 
hearing. 

The  petitioner  appeared  and  was  represented  by 
M.  C.  Sloss  and  Sloss,  Turner  &  Finney,  its  coun- 
sel. No  person  appeared  in  opposition  to  said  pe- 
tition or  made  any  objection  to  the  granting  of  the 
same.  Evidence,  oral  and  documentary,  was  adduced 
in  support  of  said  petition  from  which  it  appeared 
and  the  Court  finds  that  service  of  said  petition  and 
of  notice  of  the  time  and  place  fixed  for  the  hearing 
of  the  same  by  the  order  of  this  Court  made  and 
filed  December  7,  1939,  was  made  upon  all  persons 
named  in  said  order,  and  in  accordance  therewith; 
that  the  allegations  of  said  petition  are  true,  and 
that  good  and  sufficient  cause  exists  for  granting 
said  petition  and  permitting  the  intervention  sought 
thereby ; 

Wherefore,  in  consideration  of  the  law  and  the 
premises.  It  Is  Hereby  Ordered  that  said  petition 
be  and  the  same  is  hereby  granted;  that  said  The 
Western  Pacific  Railroad  Corporation  be  and  it  is 
hereby  granted  leave  to  intervene,  for  all  purposes, 
in  the  above-entitled  proceeding,  and  that  it  be  and 
it  is  hereby  admitted  to  said  proceeding  as  and  con- 
stituted a  general  party  therein,  with  the  right,  as 
such  party,  to  receive  notice,  to  file  notices,  plead- 
ings and  other  papers,  to  be  heard  by  testimony  or 
argument,  and  to  take  such  other  action  in  said  pro- 
ceeding as  a  party  thereto,  as  it  may  deem  proper, 
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but  without  prejudice  to  any  action  heretofore  had 
or  taken  in  said  proceeding. 

Dated :     December  11,  1939. 

A.  F.  ST.  SURE, 
United  States  District  Judge. 

[Endorsed] :     Piled  Feb.  15, 1949. 


DEFENDANTS'  EXHIBIT  No.  30 

Original  Filed  Mar.  18,  1946. 

With  Clerk,  U.  S.  Dist.  Court,  San  Francisco. 

In  the  District  Court  of  the  United  States  for  the 
Northern  District  of  California,  Southern  Divi^ 
sion 

No.  26591-S 

In  the  Matter  of 
THE  WESTERN  PACIFIC  RAILROAD  COM- 
PANY, 

Debtor. 

PETITION  OF  REORGANIZATION  COMMIT- 
TEE FOR  APPROVAL  OF  THEIR  EX- 
PENSES AND  FOR  A  FINAL  ORDER 
DISCHARGING  THE  COMMITTEE  AND 
TERMINATING  THE  PROCEEDINGS 

Frederick  H.  Ecker,  Frank  C.  Wright  and  Robert 
E.  Coulson,  the  members  of  the  Reorganization 
Committee  designated  to  put  into  effect  and  carry 
out   the   plan   of  reorganization   of   The   Western 
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Pacific   Railroad   Company,   debtor   above   named, 
hereby  rej^resent  to  the  Court  and  petition  as  fol- 
lows : 

1.  The  designation  of  Frederick  H.  Ecker,  Frank 
C  Wright  and  Robert  E.  Coulson,  petitioners 
herein,  as  members  of  the  Reorganization  Commit- 
tee of  The  Western  Pacific  Railroad  Company,  was 
approved  by  this  Court  by  order  entered  October 
11,  1943,  confirming  the  plan  of  reorganization  of 
said  Company,  and  petitioners  were  directed  to  [)ut 
into  effect  and  carry  out  the  plan  of  reorganization 
and  the  orders  of  the  Court  relative  thereto  under 
and  subject  to  the  supervision  and  control  of  the 
Court. 

2.  Pursuant  to  said  order,  petitioners,  as  such 
Reorganization  Committee,  proceed  to  carry  out 
and  put  into  effect  the  plan  of  reorganization  under 
the  supervision  and  control  of  the  Court.  By  a  re- 
port filed  November  5,  1943,  petitioners  reported 
to  the  Court  as  to  the  selection  of  officers  and 
counsel,  designation  of  mailing  address  and  adop- 
tion of  by-laws  for  the  Reorganization  Committee; 
and  by  various  petitions  herein  and  testimony  at 
hearings  before  the  Court,  petitioners  have  from 
time  to  time  reported  to  the  Court  as  to  the  various 
steps  taken  in  carrying  out  and  putting  into  effect 
the  plan  of  reorganization. 

3.  By  an  order  entered  November  27,  1944,  this 
Court  fixed  the  date  for  the  consummation  of  the 
plan  of  reorganization,  directed  the  revesting  of  the 
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properties  of  the  debtor  in  The  Western  Pacific 
Railroad  Company  and  authorized  and  directed  the 
carrying  out  of  the  plan.  Pursuant  to  the  provisions 
of  said  order: 

(a)  The  Certificate  of  Amendment  to  the  Ar- 
ticles of  Incorporation  of  The  Western  Pacific 
Kailroad  Company  was,  on  December  22,  1944,  filed 
with  the  Secretary  of  State  of  the  State  of  Califor- 
nia, and  subsequently  copies  thereof  were  filed,  as 
required  by  law,  with  the  Secretaries  of  State  of 
Nevada  and  Utah  and  in  the  several  counties  of  the 
States  of  California,  Nevada  and  Utah  in  which  the 
railroad  and  properties  of  the  debtor  are  located ; 

(b)  T.  M.  Schumacher  and  Sidney  M.  Ehrman, 
Trustees  in  reorganization,  continued  their  opera- 
tion and  control  of  the  business  and  properties  of 
the  railroad  company  until  twelve  (12)  o'clock  mid- 
night, December  31,  1944,  and  thereupon  the  control 
and  operation  of  said  business  and  properties  by 
such  Trustees  ceased  and  The  Western  Pacific  Rail- 
road Company  resumed  the  control  and  operation 
of  its  business  and  properties; 

(c)  T.  M.  Schumacher  and  Sidney  M.  Ehrman, 
Trustees  in  reorganization,  executed,  acknowledged 
and  delivered  to  The  Western  Pacific  Railroad  Com- 
pany the  deed  provided  for  in  paragraph  4  of 
the  order  entered  November  27,  1944; 

(d)  Crocker  First  National  Bank  of  San  Fran- 
cisco and  Samuel  Armstrong,  as  Trustees  under  the 
First  Mortgage,  dated  June  26,  1916,  executed  by 
The  Western  Pacific  Railroad  Company  to  First 
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Federal  Trust  Company  and  Henry  E,  Cooper, 
Trustees  (Crocker  First  National  Bank  of  San 
Francisco  and  Samuel  Armstrong,  Successor 
Trustees),  executed,  acknowledged  and  delivered  to 
The  Western  Pacific  Railroad  Company  the  deed 
of  release  and  satisfaction  of  mortgage  described 
in  paragraph  5  of  said  order  and  performed  all 
other  acts  directed  to  be  performed  by  them  in  said 
paragraph  5; 

(e)  Irving  Trust  Company  of  New  York,  as 
Trustee  under  the  General  and  Refmiding  Mort- 
gage, executed  by  The  Western  Pacific  Railroad 
Company  February  29,  1932,  as  of  January  1,  1932, 
to  the  Chase  National  Bank  of  the  City  of  New 
York,  Trustee  (Irving  Trust  Company,  Successor 
Trustee),  executed,  acknowledged  and  delivered  to 
The  Western  Pacific  Railroad  Company  the  deed 
of  release  and  satisfaction  of  mortgage  described 
in  paragraph  6  of  said  order  and  performed  all 
other  acts  directed  to  be  performed  by  them  in  said 
paragraph  6; 

(f )  The  Western  Pacific  Railroad  Company  and 
its  officers  executed  and  delivered  the  Agreements 
and  Indentures  described  in  paragraph  8  of  said 
order : 

(g)  The  Western  Pacific  Railroad  Company  has 
assumed  obligations  and  agreed  to  perform  con- 
tracts, leases  and  agreements  as  provided  in  para- 
graph 9  of  said  order,  and  has  made  payments  in 
various  amounts  of  expenses  and  costs  of  adminis- 
tration of  this  proceeding,   allowances,   and   other 
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rentals,  costs  and  expenses  as  provided  in  paragraph 
10  of  said  order; 

(h)  The  Western  Pacific  Railroad  Company,  on 
December  29,  1944,  executed,  issued  and  delivered, 
or  caused  to  be  made  available  for  delivery,  to  the 
holders  of  the  Company's  existing  First  Mortgage 
Bonds  and  to  the  Company's  secured  creditors  the 
new  securities  of  the  reorganized  Company  and 
made  payments  in  cash  to  said  bondholders  and 
secured  creditors,  all  in  accordance  with  and  as 
provided  in  paragraph  11  of  said  order; 

(i)  Pursuant  to  the  provisions  of  paragraph  14 
of  said  order,  the  Reorganization  Committee  caused 
to  be  prepared,  published  and  mailed  a  notice  to 
the  holders  of  First  Mortgage  Bonds  and  secured 
notes  of  The  Western  Pacific  Railroad  Company, 
and  in  all  other  respects  have  put  into  effect  and 
carried  out  the  plan  of  reorganization  and  the  or- 
ders of  this  Court  relative  thereto. 

4.  Pursuant  to  the  arrangements  made  by  tlie 
Reorganization  Committee  with  Guaranty  Trust 
Company  of  New  York  for  the  services  of  said 
Company  as  Depositary  and  Exchange  Agent,  and 
the  letter  of  instructions  from  The  Western  Pacific 
Railroad  Company  relating  to  the  deposit  and  ex- 
change of  securities  (all  as  reported  to  this  Court 
at  a  hearing  on  November  27,  1944)  said  Guaranty 
Trust  Company  of  New  York  has  made  substantial 
and  satisfactory  progress  in  effecting  the  deliver}' 
and  exchange  of  securities  and  the  payment  of  cash, 
as  directed  in  paragraph  11  of  said  order  entered 
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November  27,  1944,  and  will  continue  to  act  in 
carrying  out  such  directions.  Said  Guaranty  Trast 
Com])any  of  New  York  has  reported  to  petitioners 
the  securities  and  cash  delivered  and  exchanged  to 
the  close  of  business  on  January  31,  1946,  and  the 
securities  and  cash  remaining  to  be  delivered.  A 
copy  of  the  report  of  said  Guaranty  Trust  Company 
is  amiexed  hereto  as  Exhibit  ^'A," 

5.  The  available  net  income  of  the  debtor  and 
its  subsidiaries  for  the  years  1939  to  1943,  inclusive, 
as  determined  and  found  by  this  Court  by  order 
filed  September  25,  1944,  has  been  applied  by  The 
Western  Pacific  Railroad  Company  as  directed  in 
ordering  paragraphs  5  and  6  of  said  order.  Pur- 
suant to  ordering  paragraph  17  of  the  order  of  this 
Court  filed  November  27,  1944,  The  Western  Pacific 
Railroad  Company  has  determined  and  applied  the 
available  net  income  of  the  Company  for  the  cal- 
endar year  1944  in  accordance  with  the  provisions 
of  subdivision  L  of  the  plan  of  reorganization  and 
the  provisions  of  said  paragraph  17. 

6.  T.  M.  Schumacher  and  Sidney  M.  Ehrman, 
Trustees  in  reorganization,  rendered  their  final  ac- 
count to  this  Court  on  April  30,  1945,  and  petitioned 
for  their  discharge  and  the  release  of  their  sureties. 
By  order  of  this  Court  filed  May  21,  1945,  the 
accounts  of  said  Trustees  were  approved,  the 
Trustees  were  discharged  and  their  sureties  were 
exonerated  and  released. 

7.  Ap])eals  were  taken  to  the  Circuit  Court  of 
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Appeals  for  the  Ninth  Circuit  by  The  Railroad 
Credit  Corporation  and  by  The  Western  Pacific 
Railroad  Corporation  from  certain  provisions  of 
this  Court's  order  filed  September  14,  1944,  con- 
struing the  plan  of  reorganization  in  various  re- 
si)ects  and  reconciling  inconsistencies  therein.  Said 
appeals  were  argued  on  July  31, 1945,  and  on  Decem- 
ber 7,  1945,  the  rulings  from  which  appeals  were 
taken  were  afiirmed  by  said  Circuit  Court  of  Ap- 
peals. 

8.  By  order  entered  herein  May  21,  1945,  this 
Court  made  allowances  of  compensation  to  various 
parties  in  interest  and  their  counsel  (other  than 
the  Reorganization  Committee  and  its  counsel)  and 
authorized  and  directed  The  Western  Pacific  Rail-  ^ 
road  Company  to  pay  forthwith  each  and  all  of  the 
allowances  so  made  and  said  allowances  were  there- 
after duly  paid  by  said  Company  as  directed  in  said 
order. 

9.  By  order  entered  herein  December  10,  1945, 
this  Court  made  allowances  to  Whitman,  Ransom, 
Coulson  &  Goetz,  and  to  Pillsbury,  Madison  and 
Sutro,  as  counsel  for  the  Reorganization  Committee,) 
and  authorized  and  directed  The  Western  Pacific! 
Railroad  Company  to  pay  forthwith  said  allow- 
ances, and  said  allowances  have  been  paid  in  full 
by  said  Company  pursuant  to  said  order. 

10.  By  order  filed  herein  October  23,  1944,  this 
Court  made  an  allowance  in  the  aggregate  amount  of 
$197,111.23  for  certain  expenses  incurred  and  to  be 
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incurred  in  connection  with  the  proceedings  and 
plan  of  reorganization  by  the  Reorganization  Com- 
mittee (exclusive  of  the  fees  and  expenses  of  the 
Committee's  counsel).  Of  said  allowance,  $60,638.48 
was  ear-marked  to  provide  for  a  contingent  tax 
liability  if  payment  thereof  should  be  required,  and 
$136,472.75  was  allowed  for  other  expenses  of  the 
Reorganization  Committee  without  limitation  as  to 
individual  amounts  with  respect  to  component 
items.  Said  order  also  directed  the  Trustees  of  the 
debtor's  estate  to  reimburse  the  Reorganization 
Committee  and  its  officers  and  members  out  of  the 
debtor's  estate  for  certain  expenses  theretofore  in- 
curred by  them  in  the  aggregate  amount  of  $3,144.00, 
the  detail  of  which  was  submitted  to  the  Court  upon 
the  hearing,  and  provided  that  further  ])ayments 
of  the  a(;tual  and  reasonable  expenses  of  the  Re- 
organization Committee  (whether  incurred  before 
or  after  the  date  of  said  order)  should  be  made  out 
of  the  debtor's  estate  by  the  Trustees  thereof  so 
long  as  said  Trustees  were  in  control  of  the  same, 
and  thereafter  by  the  reorganized  company  in  ac- 
cordance with  the  procedure  directed  in  said  order. 
Said  order  j^rovided  further  that  all  further  pay- 
ments and  advances  to  the  Reorganization  Com- 
mittee under  the  provisions  of  the  order  should  be 
subject  to  final  approval  and  allowance  by  the  Court 
at  such  time  or  times,  or  upon  such  showing  as  the 
Court  may  direct.  There  is  submitted  herewith  and 
made  a  part  hereof  as  Exhibit  ''B"  a  summary  of 
the  expenses  of  the  Reorganization  Committee,  its 
officers  and  members,  incurred  in  carr}dng  out  and 
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putting  into  effect  the  plan  of  reorganization  under 
the  supervision  and  control  of  this  Court  (exclusive 
of  the  fees  and  expenses  of  the  Committee's  coun- 
sel). The  detail  of  these  expenses  will  be  submitted 
at  the  hearing  upon  this  petition.  It  is  not  antici- 
pated that  there  will  be  any  further  expenses 
chargeable  to  the  Committee,  although  provision 
should  be  made  in  the  order  upon  this  petition  for 
such  expenses  and  for  the  contingency  of  the  as- 
sertion of  the  tax  liabilities  referred  to  above  or 
other  items  not  presently  known.  The  expenses 
shown  in  Exhibit  "B"  were  necessarily  incurred 
by  the  Reorganization  Committee,  its  officers  and 
members,  in  carrying  out  and  putting  into  effect 
the  plan  of  reorganization  and  the  Committee  be- 
lieves that  said  expenses  were  in  every  case  reason- 
able in  amount  and  within  the  allowance  authorized 
by  the  order  of  this  Court  entered  October  23,  1944. 

Wherefore,  your  petitioners  pray  for  an  order 
of  this  Court 

1.  Determining  that  the  plan  of  reorganization 
of  The  Western  Pacific  Railroad  Company  has  been 
carried  out  and  put  into  effect  by  petitioners  as 
the  Reorganization  Committee  in  this  proceeding 
in  accordance  with  the  provisions  of  the  plan  of 
reorganization  and  the  orders  and  directions  of 
this  Court; 

2.  Approving  and  allowing  the  payments  and 
advances  to  the  Reorganization  Committee  as  set 
forth  in  Exhibit  '^B"  annexed  hereto; 
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3.  Providing  that  The  Western  Pacific  Railroad 
Company  shall  reimburse,  indemnify  and  hold  harm- 
less the  members  of  the  Reorganization  Committee, 
or  any  person  employed  by  them,  against  any  loss 
or  expense  arising  out  of  or  in  connection  with 
carrying  out  and  putting  into  effect  in  good  faith 
the  plan  of  reorganization,  including  without  limita- 
tion of  the  generality  of  said  provision  the  con- 
tingent tax  liability  described  in  the  order  of  the 
Interstate  Commerce  Commission  of  September  7, 
1944,  and  allowed  in  the  order  of  this  Court  entered 
October  23,  1944; 

4.  Discharging  petitioners  as  members  of  the 
Reorganization  Committee  of  The  Western  Pacific 
Railroad  Company; 

5.  Terminating  these  proceedings,  subject  to 
such  reservations  of  jurisdiction  as  may  be  appro- 
priate, except  as  otherwise  provided  in  the  order 
of  this  Court  entered  May  21,  1945,  discharging  the 
Trustees  in  reorganization;  and 

6.  Granting  such  other  and  further  relief  as  may 
be  proper  in  the  premises. 

Respectfully  submitted, 

FELIX  T.  SMITH, 

PILLSBURY,  MADISON  AND 
SUTRO. 

WHITMAN,  RANSOM, 
,     COULSON  &  GOETZ, 

Counsel  for  petitionei^. 
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State  of  New  York, 
County  of  New  York — ss. 

Robert  E.  Coulson,  being  duly  sworn,  deposes  and 
says : 

That  he  is  a  member  of  the  Reorganization  Com- 
mittee of  The  Western  Pacific  Railroad  Company; 
that  he  has  read  the  foregoing  petition  and  knows 
the  contents  thereof  and  that  the  same  is  true  of 
his  own  knowledge,  except  as  to  the  matters  which 
are  therein  stated  to  be  alleged  on  information  and 
belief  and  that  as  to  those  matters  he  believes  it  to 
be  true. 

ROBERT  E.  COULSON. 

Sworn  to  before  me  this  5th  day  of  March,  1946. 

/s/  BEATRICE  C.  CUNNINGHAM, 
Notary  Public, 
New  York  County. 

Commission  expires  March  30,  1946. 
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EXHIBIT  "A" 


Report  of  Securities  Surrendered,  Securities  Issued,  Cash  Disbursed  and  Securities  to  Be  Surrendered  and  Securities  and  Cash  to  Be  Disbursed  Therea-ainst 
the  Close  of  Business  January  31, 1946,  Under  The  Western  Pacific  EaUroad  Company  Plan  of  Reorganization  Effective  as  of  January  1,  1939        ' 
Securities  of  The  Western  Pacific  Railroad  Company  Issued  and  Cash  Disbursed 


Securities  Surrendered 


Principal 
Amount 


Principal  Amount  of 

General  Mtge.  41/2% 

Income  Bds.  Ser.  "  A  " 

Due  1/1/2014 


Principal  Amt. 

First  Mtge. 

4%  Bonds 

Ser.  "  A  "  Shares  of 

Due  1/1/1974  Pfd.  Stk.  Ser. ' 


Fully  Reg. 


The  AVcstem  Pacific  Railroad  Company  First  Mortgage  5% 
Gold  Bonds  due  March  1,  1946,  Fully  Reg.  and  with  Cpn. 
due  3/1/34  and  s/c/a  or  affidavit  &  indemnity  agreement 
for  missing  coupons $48,802,000    $19,512,900 


Bearer 
Scrip 


Full 
Shares 


Bearer 
Scrip 
5ths 


Ditto  with  Cpn.  due  9/1/35  and  s/c/a 10,000 

Coupons  due  3/1/34  and  9/1/34  detached  from  $10,000 
principal  amount  of  The  Western  Pacific  Railroad  Company 
First  Mtge.  5%  Gold  Bonds  due  3/1/46 500 

Claim  of  Reconstruction  Finance  Corporation 

The  Western  Pacific  Railroad  Company  3%  Certificates  of 

Indebtedness  due  12/1/1939 10,000,000 

The  Western  Pacific  Railroad  Company  Notes 

due  3/  1/35  699,000 

due  6/29/35  734  584 

due  8/  1/35  136,045 

due  8/30/35  1,293,440 

due  3/25/36  99,931 

The  Western  Pacific  Railroad  Company  Gen.  &  Ref.  Mtge. 

Bonds  Ser. '  ■  A  "  dated  1/1/32  due  1/1/57 8,750  000 

The  Western  Pacific  Railroad  Company  Gen.  &  Ref  Mto-e  ' 

Bonds  Ser. '  ■  B  "  dated  7/1/32  due  1/1/57 2,000,000 

Claim  of  the  Railroad  Credit  Corporation 
The  Western  Pacific  Railroad  Company  Notes 
due  2/28/34  . 


,      ,,„,,.,.  1,303,000 

due  5/24/35  1,293,439 

The  Wcstcm  Pacific  Railroad  Company  Gen.  &  Ref  Mtge 

Bonds  Ser. ' '  A  "  dated  1/1/32  due  1/1/57 2,000,000 

The  Western  Pacific  Railroad  Company  Gen.  &  Ref  Mtge 

Bonds  Ser.  •  ■  B ' '  dated  7/1/32  due  1/1/57 2,000,000 

Claim  of  A.  C.  James  Company 

The  Western  Pacific  Railroad  Company  Notes 

due  3/28/35  4,504,000 

due  3/28/35  .347000 

due  .5/31/35  l^gjgOO 

The  ^\  csteni  Pacific  Railroad  Company  Gen.  &  Ref.  Mtge 

Bds.  Ser.  "A"  dated  1/1/32  due  1/1/57 4,249,500 

Refund  to  the  Company  on  4,400  shs.  of  common  stock  which 
wul  not  be  issued 


4,000 


Shares  of 

Common  Stock 

Bearer 

Full        Scrip 

Shares      lOOths 


227,149 
560 


Special 

Cash 

PajTnent 


Cash  Adjust- 
ment on  Gen. 
Mtge.  41,4% 
Income  Bd. 
Ser.  "A" 


$4,392,180.00 
900.00 


Cash 
Adjustment 
on  Pfd.  Stk. 
Ser.  "A" 


$4,629,357.87 
948.60 


Cash 
Adjustment  on 
Common  Stock 


$2,051,148.21 
302.04 


$10,000,000    17,778 


38,203.28    314,892.00 


338,715.00 
39.60 


$21,019,700  $8,060.00 


0,000,000   315,556   387   315,601  757,640   $172.00   $4,731,246.00  $4,990,164.20  $2,847,267.51 
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State  of  New  York, 
County  of  New  York — ss. 

Robert  E.  Coulson,  being  duly  sworn,  deposes  and 
says : 

That  he  is  a  member  of  the  Reorganization  Com- 
mittee of  The  Western  Pacific  Railroad  Company; 
that  he  has  read  the  foregoing  petition  and  knows 
the  contents  thereof  and  that  the  same  is  true  of 
his  own  knowledge,  except  as  to  the  matters  which 
are  therein  stated  to  be  alleged  on  information  and 
belief  and  that  as  to  those  matters  he  believes  it  to 
be  true. 

ROBERT  E.  COULSON. 

Sworn  to  before  me  this  5th  day  of  March,  1946. 

/s/  BEATRICE  C.  CUNNINGHAM, 
Notary  Public, 
New  York  County. 

Commission  expires  March  30,  1946. 
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EXHIBIT  "A"— (Continued) 

Payment  of  Interest  and  Dividends  on  the  "Western  Pacific  Railroad  Company  Securities  Issued 

Interest  Due  for  tlie  Year 

1944  on  General  Mtge. 

41/.%  Income  Bonds 

Ser.''A"  Due  1/1/2014 


.$5,836.50 

Paid  to  City  Bank  Farmers  Trust  Com- 
pany for  Interest  on  Bonds  represented  by 

.     148.50 

Total 

.$5,985.00 

Dividends  on 
Preferred  Stock 
Series  "A" 
Paid  on  Full  Shares  of  Stock 
issued  on  exchanges $4,110.00 

Paid  to  City  Bank  Farmers  Trust  Com- 
pany for  dividends  on  Full  Shares 
represented  by  Outstanding  Scrip 133.75 

Paid  on  Full  Shares  of  Stock 
issued  on  exchanges 

Paid  to  City  Bank  Farmers  Trust  Com- 
pany for  Dividend  on  Pull  Shares  rep- 

Dividends 

on  Common 

Stock 

$1,828.50 

756  75 

Paid  to  Company  for  Dividend  on  4,400 

6  60 

The  Western  Pacific  Railroad  Company  Securities  and  Cash  to  Be  Disbursed 


Securities  to  Be  Surrendered 


The  We.stern  Pacific  Railroad  Company 

1st  Mtge.  5%  Gold  Bonds  due  3/1/46 $478,100 

To  be  delivered  to  The  Railroad 

Credit  Corporation 

Total 


Principal  Amount  of 
41/2%  General  Mtge. 
Income  Gold  Bonds       Shares  of  Pfd. 
Ser.  "  A  "  Due  1/1/2014  Stk.  Ser.  "  A  " 


Shares  of 
Common  Stock 


Cash  Adjustment  Cash 

on  Gen.  Mtge.       Adjustment  Cash 

41/2%  Income  Gold  on  Preferred  Adjustment 

Bds.  Ser.  "  A  "  Stock  on  Common 

Due  1/1/2014         Ser.  "A"  Stock 


(  Approximately  ) 
(  9/10thsotl%  ) 
(which  percentage) 
(  applies  to  the  ) 
(  securities  to  ) 
(        be  issued       ) 


2,868-6/lOths  2,232-727/lOOOtlis        $43,029.00 


$45,352,42        $20,094.39 


$191,240 


2,868-6/lOths   2,669-727/lOOOtha 


Interest  to  Be  Disbursed 
on  General  Mtge.  41/2%! 

Income  Gold  Bonds 

Ser.  "A"  Due  1/1/2014 

(•)$8,685.00 


Dividends  to  Be  Disbursed 

on  Preferred  Stock  Series  "  A ' 

(•)$10,770.00 


Dividends  to  Be  Disbursed 

on  Common  Stock 

(*)$6,053.32 


{•)  These  balances  include  funds  which  are  to  be  paid  to  City  Bank  Farmers  Trust  Company,  scrip  agent,  on  bonds,  full  shares  of  Preferred  Stock,  Series  "A" 
and  Common  Stock  issued  by  them  against  the  combination  of  scrip  certificates. 


$45,352.42        $24,027.39 
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EXHIBIT  '*B" 

The  Western  Pacific  Railroad  Company- 
Summary  of  Expenses  of 
Reorganization  Committee 

Amounts 
Amounts      Paid  to 
Estimated       Date 

1.  Charges  and  expenses  of  Trustees,  Registrar 
and  other  agents  in  connection  with  issu- 
ance and  exchange  of  securities $  36,625.00  $25,515.46 

2.  Charges  of  Trustees,  Registrar  and  other 
agents  in  connection  with  exchange  of  tem- 
porary securities  for  definitives 19,700.00      9,536.57 

3.  Charges  and  expenses  of  Trustees  under 

previously  existing  mortgages 11,564.50       6,677.59 

4.  Statutory  fees  in  connection  with  mort- 
gages         3,500.00      2,715.66 

5.  Statutory  fees  in  connection  with  amend- 
ment of  articles  of  incorporation 962.50  12.45 

6.  Stock  Exchanges 'listing  fees 13,350.00    12,834.00 

7.  Cost  of  engraving  and  printing  new  securi- 
ties       14,470.75       8,182.31 

8.  Cost  of  printing  new  mortgages.  Reorgani- 
zation Committee  record  and  other  docu- 
ments         6,500.00     15,605.96 

9.  Traveling  and  other  expenses  of  Reorgani- 
zation Committee  and  their  agents  (other 

than  Counsel)  '. 8,000.00      3,834.16 

10.    Miscellaneous  21,800.00      2,664.68 


Total,  exclusive  of  amount  for  contingent 

tax  liabilities $136,472.75  $87,578.84 

11.    Amount  for  contingent  tax  liabilities 60,838.48 


Total  authorization  under  Court  Order  filed 

October  23, 1944 $197,111.23 

[Endorsed] :     Filed  Feb.  15,  1949. 
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Original  filed  Mar.   18,  1946, 

With  Clerk,  U.  S.  Dist.  Court,  San  Francisco. 

In  the  District  Court  of  the  United  States  for  the 
Northern  District  of  California,  Southern  Divi- 
sion. 

No.  26591-S 

In  the  Matter  of 

THE  WESTERN  PACIFIC  RAILEOAD  COM- 
PANY, 

Debtor. 

ORDER  PROVIDING  FOR  HEARING  UPON 
PETITION  OF  REORGANIZATION  COM- 
MITTEE FOR  APPROVAL  OF  THEIR  EX- 
PENSES AND  FOR  A  FINAL  ORDER 
DISCHARGING  THE  COMMITTEE  AND 
TERMINATING  THE  PROCEEDINGS 

Upon  due  consideration  of  the  petition  of  Fred- 
erick H.  Ecker,  Frank  C.  Wright  and  Robert  E. 
Coulson,  the  duly  constituted  Reorganization  Com- 
mittee designated  to  carry  out  the  plan  of  reorgani- 
zation of  The  Western  Pacific  Railroad  Company, 
for  an  order  approving  their  expenses,  discharging 
the  Committee  and  terminating  the  proceedings. 

It  Is  Hereby  Ordered  as  follows: 

1.  That  said  petition  be  and  it  hereby  is  set  for 
hearing  before  this  Court  on  March  28,  1946,  at 
10  o'clock  a.  m. 
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2.  That  said  Reorganization  Committee  be  and 
they  hereby  are  directed  to  give  notice  of  the  said 
hearing  substantially  in  the  following  form: 

Legal  Notice 

In  the  District  Court  of  the  United  States  for  the 
Northern  District  of  California,  Southern  Di- 
vision 

No.  26591-S 

In  the  Matter  of 

THE  WESTERN  PACIFIC  RAILROAD  COM- 
PANY, 

Debtor. 

NOTICE  OF  HEARING  UPON  PETITION  OF 
REORGANIZATION  COMMITTEE  FOR 
APPROVAL  OF  THEIR  EXPENSES  AND 
FOR  A  FINAL  ORDER  DISCHARGING 
THE  COMMITTEE  AND  TERMINATING 
THE  PROCEEDINGS 

Notice  Is  Hereby  Given,  pursuant  to  the  order  of 
the  above-named  Court,  that  a  hearing  will  be  held 
before  the  Honorable  A.  F.  St.  Sure,  Judge  of  the 
above-entitled  Court,  at  the  Court  Room  of  the  Court 
House  Building,  Seventh  and  Mission  Streets,  in 
the  City  and  County  of  San  Francisco,  State  of 
California,  on  March  28,  1946,  at  10  o'clock  a.m. 
upon  tlie  x^etition  of  Frederick  H.  Ecker,  Frank 
C.  Wj'ight  and  Robert  E.  Coulson,  the  duly  con- 
stituted Reorganization  Committee  designated  to 
cany  out  the  plan  of  reorganization  of  The  Western 
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Pacific  Railroad  Company,  for  approval  of  their 
expenses  and  for  a  final  order  discharging  the  Com- 
mittee and  terminating  the  proceedings. 

"Whitman,  Ransom,  Coulson  &  Goetz 
Counsel  for  the  Reorganization  Committee 

of 
The  Western  Pacific  Railroad  Company 

3.  That  the  said  notice  be  given  by  mailing  or 
delivering  prior  to  the  20th  day  of  March,  1946, 
a  copy  of  this  order  and  copy  of  said  petition,  to- 
gether with  copies  of  the  Exhibits  submitted  there- 
with, to  the  following  parties: 

1.  Crocker  First  National  Bank  of  San  Fran- 
cisco and  Samuel  Armstrong. 

2.  Irving  Trust  Company. 

3.  A.  C.  James  Co. 

4.  Reconstruction  Finance  Corporation. 

5.  The  Railroad  Credit  Corporation. 

6.  The  Chase  National  Bank  of  the  City  of  New 
York. 

7.  The  Western  Pacific  Railroad  Corporation. 

8.  The  Western  Pacific  Railroad  Company. 

9.  The  Western  Realty  Company. 

10.  Allan  P.  Matthew,  as  counsel  for  the  Reor- 
ganization Trustees. 
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11.  The    Institutional    Bondholders    Committee 
(Cravath,  Swaine  &  Moore,  counsel). 

12.  T.  M.  Schumacher,  Esq. 

13.  Sidney  M.  Ehrman,  Esq. 

14.  Guaranty  Trust  Company  of  New  York. 
Dated,  March  18,  1946. 

/s/  A.  F.  ST.  SURE. 

[Endorsed]:  Filed  Feb.  15,  1949. 


DEFENDANTS'  EXHIBIT  No.  32 

Original  Filed  Mar.  28,  1946. 

With  Clerk,  U.  S.  Dist.  Court,  San  Francisco. 

In  the  District  Court  of  the  United  States  for  the 
Northern  District  of  California,  Southern  Di- 
vision. 

No.  26591-S 

In  the  Matter  of 

THE  WESTERN  PACIFIC  RAILROAD 
COMPANY, 

Debtor. 

FINAL  ORDER 

The  petition  filed  March  18,  1946,  by  Frederick 
H.  Ecker,  Frank  C.  Wright  and  Robert  E.  Coulson, 
the  duly  constituted  Reorganization  Committee 
designated  to  carry  out  tlie  plan  of  reorganization 
of  The  Western  Pacific  Railroad  Company  above 
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named,  for  an  order  approving  their  expenses,  dis- 
charging the  Committee  and  terminating  the  pro- 
ceedings duly  came  on  to  be  heard  on  March  28, 
1946,  and  was  heard  and  has  been  submitted. 

The  Court  being  fully  advised  in  the  premises 
finds  that  notice  of  the  hearing  upon  said  petition 
has  been  given  as  prescribed  by  the  order  of  this 
Court  dated  and  filed  March  18,  1946,  and  that  all 
of  the  allegations  and  representations  contained 
in  the  petition  are  true.  The  Court  further  finds 
and  concludes: 

(a)  All  of  the  business,  assets  and  property  con- 
stituting the  debtor's  estate  of  every  kind  and 
character,  real,  personal  and  mixed,  and  all  of  the 
right,  title  and  interest  therein  of  T.  M.  Schumacher 
and  Sidney  M.  Ehrman,  as  Trustees  in  Reorganiza- 
tion, vested  in  and  became  the  absolute  property 
of  The  Western  Pacific  Railroad  Company  on  De- 
cember 29,  1944,  free  and  clear  of  all  rights,  claims, 
interests,  liens  and  encumbrances  of  the  former 
stockholders  and  creditors  of  the  debtor  company 
and  all  other  persons,  except  as  otherwise  provided 
and  directed  in  the  order  of  this  Court  in  this  pro- 
ceeding dated  and  entered  November  27,  1944;  and 
The  Western  Pacific  Railroad  Company  is  released 
and  discharged  forever  from  all  of  its  debts  and 
liabilities  existing  on  or  before  December  28,  1944, 
whether  or  not  the  same  have  been  presented  and 
allowed  in  these  proceedings,  and  said  reorganized 
Company  is  free  and  clear  of  all  such  rights,  claims, 
interests,  liens,  encumbrances,  debts,  obligations  and 
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liabilities,  except  as  otherwise  expressly  provided 
in  said  order. 

(b)  The  plan  of  reorganiaztion  of  The  Western 
Pacific  Railroad  Company,  which  was  duly  con- 
firmed by  order  of  this  Court  dated  and  entered 
October  11,  1943,  has  been  fully  and  properly  car- 
ried out  and  put  into  effect  in  accordance  with  the 
terms  and  provisions  of  said  plan  and  the  orders 
of  this  Court  heretofore  entered  in  this  proceeding ; 
all  acts  and  things  required  by  the  order  of  this 
Court  dated  and  entered  November  27,  1944,  to  be 
done  or  performed  in  order  to  consummate  said 
plan,  have  been  properly  done  or  performed;  the 
exchange  of  more  than  99%  of  the  principal  amount 
of  securities  of  the  reorganized  company  has  been 
effected  in  accordance  with  the  plan  of  reorganiza- 
tion and  the  orders  of  this  Court ;  and  adequate  and 
proper  arrangements  have  been  made  for  the  ex- 
change of  the  remainder  of  said  securities. 

(c)  The  reasonable  and  necessary  expenses  of 
the  Reorganization  Committee  in  carrying  out  and 
putting  into  effect  the  plan  of  reorganization,  as 
disclosed  by  Schedule  "B"  annexed  to  the  petition 
for  this  order,  filed  by  said  Committee  and  sup- 
ported by  evidence  introduced  at  the  hearing  upon 
said  petition,  exclusive  of  the  fees  and  expenses  of 
the  attorneys  for  said  Committee,  which  have  here- 
tofore been  approved  and  allowed  by  order  of  this 
Court  filed  December  10,  1945,  are  within  the  maxi- 
mum limits  approved  by  the  Intei^tate  Commerce 
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Commission  and  authorized  by  this  Court  by  order 
filed  October  23,  1944,  and  should  be  finally  ap- 
proved and  allowed. 

(d)  Frederick  H.  Ecker,  Frank  C.  Wright  and 
Robert  E.  Coulson,  members  of  the  duly  constituted 
Reorganization  Committee,  have  fulfilled  their  func- 
tions, faithfully  performed  their  duties  as  members 
of  the  Reorganization  Committee  and  now  have  no 
further  duties  and  should  be  discharged. 

(e)  The  plan  of  reorganization  having  been  car- 
ried out  and  put  into  effect  in  accordance  with  the 
terms  of  the  plan  and  the  orders  of  this  Court,  a 
final  decree  should  be  entered  in  this  cause,  subject 
only  to  the  reservations  of  the  jurisdiction  herein- 
after made  in  this  decree. 

Now,  Therefore,  it  is  hereby  Ordered,  Adjudged 
and  Decreed: 

1.  That  these  proceedings  be  and  they  hereby  are 
terminated  subject  only  to  the  reservations  of  juris- 
diction hereinafter  made  by  the  Court  in  this  order, 
and  the  reservations  of  jurisdiction  contained  in  the 
order  of  this  Court  discharging  the  Trustees  of  the 
Debtor's  estate,  dated  and  entered  May  21,  1945. 

2.  That  the  expenses  incurred  by  the  Reorganiza- 
tion Committee  in  consummating,  carrying  out  and 
putting  into  effect  the  plan  of  reorganization,  as 
shown  by  the  summary  which  is  attached  as  Exhibit 
'*B"  to  the  petition  for  this  order,  filed  by  the 
Reorganization  Committee,  are  hereby  in  all  re- 
si^ects  finally  approved  and  allowed. 
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3.  That  the  actions  of  the  Reorganization  Com- 
mittee in  putting  into  effect  and  carrying  out  the 
plan  of  reorganization  and  the  orders  and  directions 
of  this  Court  relative  thereto,  are  hereby  approved, 
ratified  and  confirmed. 

4.  That  Frederick  H.  Ecker,  Frank  C.  Wright 
and  Robert  E.  Coulson,  the  members  of  the  Reor- 
ganization Committee  herein,  be  and  each  of  them 
is  hereby  discharged  and  relieved  from  all  further 
duties  herein. 

5.  That  the  order  of  this  Court  dated  and  entered 
November  27,  1944,  in  this  proceeding  shall  remain 
in  full  force  and  effect  in  so  far  as  said  order  has 
not  been  fully  carried  out. 

6.  All  persons,  firms,  and  corporations  whatso- 
ever, and  wheresoever  situated,  located  or  domiciled, 
are  hereby  perpetually  restrained  and  enjoined 
from  instituting,  prosecuting,  or  pursuing,  or  at- 
tempting to  institute,  prosecute  or  pursue,  any  suit 
or  suits  or  proceedings  in  law  or  in  equity,  or  other- 
wise, against  The  Western  Pacific  Railroad  Com- 
l)any,  or  against  the  successors  or  assigns  of  said 
Company,  or  against  any  of  the  assets  or  property 
of  said  Company  or  its  successors  or  assigns,  di- 
rectly or  indirectly,  on  accomit  of  or  based  upon 
any  right,  claims  or  interest  of  any  kind  or  nature 
whatsoever  which  any  such  person,  fiiTn  or  corpora- 
tion may  have  had  in,  to  or  against  the  Debtor,  or 
any  of  its  assets  or  properties,  on  or  before  Decern- 
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ber  28,  1944  (except  as  specifically  provided  for  or 
permitted  by  prior  order  of  this  Court),  and  from 
interfering  with,  attaching,  garnishing,  levying 
upon,  enforcing  liens  against  or  upon,  or  in  any 
manner  whatsoever  disturbing  any  portion  of  the 
property,  real,  personal,  or  mixed,  of  any  kind  or 
character,  now  or  hereafter  belonging  to  or  being 
in  the  possession  of  said  Company,  and  from  inter- 
fering with  or  taking  steps  to  interfere  with  said 
Company,  its  officers  and  agents,  or  the  operation 
of  the  lines  of  railroad  or  properties  or  the  conduct 
of  the  business  of  said  Company,  by  reason  or  on 
account  of  any  obligation  or  obligations  incurred  by 
the  Debtor  or  by  the  Trustees  of  the  Debtor's  estate 
on  or  before  December  28,  1944  (except  as  specifi- 
cally provided  for  or  permitted  by  prior  order  of 
this  Court),  and  all  such  persons,  firms  and  cor- 
porations are  also  hereby  restrained  and  enjoined 
from  prosecuting  against  the  Reorganization  Com- 
mittee, or  any  of  them,  their  agents  or  attorneys, 
or  against  the  Trustees  of  the  Debtor's  estate,  or 
either  of  them,  their  agents  or  attorneys,  or  against 
the  said  Company,  its  agents  or  attorneys,  any  suit 
or  iproceeding  arising  out  of,  or  based  on,  any  act 
or  act^  done  or  omitted  to  be  done  in  putting  into 
effect  and  carrying  out  the  plan  of  reorganization  or 
any  order  of  this  Court  entered  in  these  proceed- 
ings. 

7.     The  Western  Pacific  Railroad   Company  is 
hereby  ordered  and  directed  to  reimburse,  indemnify 
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and  bold  harmless  the  members  of  the  Reorganiza- 
tion Committee,  or  any  of  them,  or  any  person 
employed  by  them,  against  any  loss  or  expense  aris- 
ing out  of  or  in  connection  with  carrying  out  and 
putting  into  effect  in  good  faith  the  plan  of  re- 
organization, including,  without  limitation  of  the 
generality  of  the  foregoing,  the  contingent  tax 
liability  described  in  the  order  of  the  Interstate 
Commerce  Commission  of  September  7,  1944,  and 
allowed  in  the  order  of  this  Court  entered  October 
23,  1944. 

8.  The  Western  Pacific  Railroad  Company  is 
hereby  directed  to  give  notice  of  the  entry  of  this 
final  order  by  mailing,  postage  prepaid,  a  copy  of 
this  order  to  the  Trustees  of  the  debtor's  estate, 
the  Reorganization  Committee,  each  party  of  record 
in  the  reorganization  proceedings  before  this  Court 
or  the  Interstate  Commerce  Commission  (or  the 
counsel  for  each  such  party),  and  to  cause  promptly 
to  be  published  a  notice  of  the  entry  of  this  final 
order,  setting  forth  in  said  notice  the  complete  text 
of  this  order  as  certified  by  the  clerk  of  this  Court, 
such  publication  to  be  made  once  in  each  of  the 
following:  A  daily  newspaper  of  general  circula- 
tion in  the  City  of  San  Francisco,  California;  a 
daily  newspaper  of  general  circulation  in  the  City 
of  New  York,  New  York;  and  a  daily  newspaper 
of  general  circulation  in  the  City  of  Chicago,  Illi- 
nois. Proof  of  such  service  and  publication  shall 
be  filed  by  said  Company  with  the  Clerk  of  tins 
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Court  within  thirty  days  after  the  completion  of 
the  same. 

9.  The  Court  hereby  reserves  jurisdiction  to  take 
such  further  proceedings  as  may  be  proper  or  neces- 
sary to  enforce  and  make  effective  any  direction  or 
other  provision  contained  in  the  order  of  this  Court, 
filed  November  27,  1944,  in  this  proceeding,  to  en- 
force and  make  effective  the  terms  and  provisions 
of  this  final  decree  and,  if  necessary,  to  give  in- 
structions to  the  Western  Pacific  Railroad  Com- 
pany, upon  application  by  said  Company,  with 
respect  to  carrying  out  the  provisions  of  said  order 
filed  November  27,  1944,  in  this  proceeding,  to  en- 
such  further  proceedings  as  may  be  proper  or  neces- 
sary in  connection  with  any  appeal  or  appeals 
prosecuted  from  any  order  of  this  Court,  in  this 
proceeding;  and  to  take  such  further  proceedings 
as  may  be  necessary  or  proper  in  connection  with 
any  expenses  or  liabilities  within  the  provisions  of 
the  order  of  this  Court  filed  October  23,  1944,  or 
otherwise,  which  may  hereafter  be  asserted  against 
the  Reorganization  Committee,  its  agents  or  attor- 
neys, in  connection  with  carrying  out  and  putting 
into  effect  the  plan  of  reorganization. 

10.  Except  as  hereby  specifically  provided  in 
the  reservations  of  jurisdiction  set  forth  in  Para- 
graph 9  above,  and  except  as  provided  in  the  reser- 
vations of  jurisdiction  of  the  order  of  this  Court, 
filed  May  21,  1945,  discharging  the  Trustees  of  the 
debtor's  estate,  the  reorganization  proceedings  in 
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this  Court,  entitled  in  the  Matter  of  the  Western 
Pacific  Railroad  Company,  Debtor,  No.  26591-S,  are 
hereby  terminated  and  the  case  is  closed. 

Dated:     March  28,  1946. 

A.  F.  ST.  SURE, 

District   Judge. 

[Endorsed]:     Filed  Feb.  15,  1949. 


DEFENDANTS'  EXHIBIT  No.  33 

Reorganization  Plan 

of 

The  Western  Pacific  Railroad  Company 

(233  I.C.C.  409) 

*'P.  The  existing  securities  of  the  debtor  shall 
be  treated  as  follows : 

*     *     * 

5.  The  A.  C.  James  Company  shall  receive  in 
respect  of  its  claim  in  the  principal  amount  of 
$4,999,800,  together  with  $1,249,950  of  the  interest 
accrued  and  unpaid  thereon  to  January  1,  1939, 
$163,724  of  income-mortgage  414-percent  bonds, 
series  A;  $256,756  of  5-percent  preferred  stock, 
series  A;  and  37,635  shares  of  common  stock,  being 
an  amount  of  common  stock  which  bears  to  the 
amount  of  common  stock  allotted  to  the  claim  of 
the  Railroad  Credit  Corporation  the  same  propor- 
tion that  the  principal  amount  of  general  and  re- 
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funding  mortgage  bonds  of  the  debtor  held  by  the 
A.  C.  James  Company  as  collateral  for  said  claim, 
bears  to  the  principal  amount  of  such  bonds  held 
by  the  Railroad  Credit  Corporation  as  collateral 
for  its  claim." 

(233  I.C.C.  at  452) 

Summary  of  result  of  foregoing  treatment  of  A. 
C.  James  Company's  claim: 

Amount  of  Claim : 

Principal  $4,999,800 

Interest  to  January  1, 1939 1,249,950 

Total  Claim $6,249,750 

Securities  received : 

Income  Bonds • $    163,724 

Preferred  Stock  (at  par) 256,756 

Common  Stock  (37,635 

shares  at  $62)* 2,333,370 

Total  Eeceipts 2,753,850 

Deficiency $3,495,900 

*  The  price  the  Commission  used  in  allocating  common  stock  tO 
Railroad  Credit  Corporation  on  account  of  its  claim. 

.    [Endorsed]:     Filed  Feb.  15,  1949. 
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Memorandum  for  Mr.  Matthew 
From  Mr.  Enersen 
March  1,  1944 

For  Hearing  March  3d 

The  Western  Pacific  Railroad  Company 
Reorganization 

Contingent  Tax  Liability  Reserve  Fund 

Memorandum  for  Hearing 
March  3,  1944 

Statement  to  the  Court 

1.  Notice :  Notice  has  been  given  as  required  by 
the  order  for  hearing  and  an  affidavit  to  that  effect 
is  on  file. 

2.  Subject  Matter:  By  this  petition  the  Trus- 
tees seek  authority  to  establish  a  contingent  tax 
liability  reserve  fund  in  the  amount  of  $7,100,000 
to  provide  for  the  payment  of  any  Federal  income 
and  excess  profits  tax  liability  which  may  be  found 
due  for  the  taxable  year  1943. 

3.  Explanatory  Statement:  If  the  operations 
of  the  railroad  of  the  Debtor  should  be  subject  to 
Federal  income  and  excess  profits  taxes  without 
regard  to  the  income  or  loss  of  the  affiliated  cor- 
porations, the  tax  liability  for  1943  would  be  ap- 
proximately $7,000,000.  For  several  years,  however, 
consolidated  Federal  income  and  excess  profits  tax 
returns  have  been  filed  covering  the  operations  of 
the  railroad  of  the  Debtor  and  the  operations  of 
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all   of   the    affiliated    corporations,    including    The 
Western  Pacific  Railroad  Corporation,  the  owner 
of  all  of  the  capital  stock  of  the  Debtor  Company. 
During  the  taxable  year  1943  certain  of  the  affiliated 
corporations  had  very  substantial  net  losses  which 
more  than  offset  the  net  income  of  the  Debtor  com- 
pany.  The  largest  net  loss  was  that  of  the  Western 
Pacific  Railroad  Corporation  and  its  net  loss  was 
primarily  attributable  to  the  fact  that  upon  con- 
firmation   of   the    plan    of    reorganization    of    the 
Debtor  company  the  Debtor's  corporate  stock  owned 
by   the   holding   company   became   valueless.     The 
Trustees  have  been  advised  by  their  accountants  and 
tax   counsel   that   there   is   no   Federal   income   or 
excess  profits  tax  due  for  the  year  1943.   However, 
the  accountants  and  tax  advisers  have  also  stated 
that  in  view  of  the  substantial  amount  involved  the 
Commissioner    of   Internal    Revenue   may   dispute 
their  conclusions,  with  the  result  that  there  may  be 
litigation  regarding  the  matter.    The  Trustees  be- 
lieve that  it  is  prudent  to  establish  a  funded  re- 
serve adequate  to  provide  for  the  payment  of  the 
maximum  possible  tax  which  may  be  found  to  be. 

due. 

I  desire  to  call  Mr.  Elsey  to  testify  regarding 

this  matter. 

Testimony 

1.  What  would  be  the  maximum  Federal  income 
and  excess  profits  tax  liability  for  the  Company  if 
it  filed  a  separate  return  for  the  year  1943,  accord- 
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Defendants'  Exhibit  No.  34— (Continued) 
ing  to  the  computations  of  the  Company's  account- 
ants and  tax  advisers'? 
Approximately  $7,000,000. 

2.  Please  explain  to  the  Court  the  reason  why 
it  is  believed  no  tax  will  be  due  under  the  consoli- 
dated return  method  of  reporting  the  income  and 
losses  of  the  several  affiliated  corporations. 

Consolidated  returns  have  been  filed  by  the 
debtor  company  and  its  affiliated  corporations 
for  several  years,  as  permitted  by  the  Federal 
income  and  excess  profits  tax  laws.   During  the 
calendar    year    1943    certain    members    of   the 
group   sustained  very  substantial   losses,   par- 
ticularly The  Western  Pacific  Railroad   Cor- 
poration.  That  company  sustained  a  very  large 
loss   when   the   stock   of  the   debtor   company 
owned  by  it  became  valueless  upon  confirmation 
of  the  Western  Pacific  reorganization  plan  in 
1943.   The  aggregate  net  losses  of  the  affiliated 
corporations -for  the  year  1943  more  than  offset 
the  net  income  of  the  debtor  company  for  the 
same  year.    According  to  our  advisers  no  tax 
is  due  for  1943  for  that  reason. 

3.  Do  you  believe,  however,  that  it  is  prudent 
to  establish  a  funded  reserve  to  provide  for  the 
payment  of  any  tax  which  may  ultimately  be 
found  due? 

Yes,  I  believe  a  funded  reserve  should  be 
established  for  this  purpose.  Tax  questions  are 
seldom  free  from  doubt.  While  we  are  confident 
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Defendants'  Exhibit  No.  34— (Continued) 
of  our  conclusion  in  this  instance,  nevertheless, 
in  view  of  the  substantial  amount  here  in- 
volved, the  Internal  Revenue  Bureau  may  de- 
sire to  litigate  the  matter.  I  think  the  debtor 
company  should  set  aside  out  of  1943  earnings 
a  sufficient  amount  so  that  it  will  be  able  to 
pay  the  highest  possible  tax  which  might  con- 
ceivably be  found  due  if  the  Commissioner 
should  prevail  in  such  litigation. 

4.     What  is  the  attitude  of  the  Trustees  about 
the  matter*? 

They  have  approved  my  recommendation  that 
we  establish  a  funded  reserve  of  $7,100,000  out 
of  1943  earnings  of  the  railroad  of  the  Debtor. 

5.     How  do  you  believe  that  the  fund  should  be 

held? 

I  should  think  that  it  ought  to  be  invested 
in  United  States  Treasury  securities. 

Concluding  Statement 

The  Trustees  are  asking  for  an  order  authorizing 
the  establishment  of  this  reserve  fund  out  of  1943 
earnings  of  the  railroad,  the  fund  to  be  invested 
in  United  States  Treasury  securities.  Counsel  for 
the  First  Mortgage  Trustees  and  counsel  for  the 
Reorganization  Committee  are  present  in  Court 
and  I  believe  they  are  prepared  to  state  the  position 
of  their  respective  principals  upon  this  matter. 

B.  E. 

[Endorsed] :     Filed  Feb.  15,  1949. 
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Western  Union 

Telegram  Form 

1944,  Jan.  9  AM  10  47 
CDU264  CAK=CD  New  York  NY  29  12  IP 
Charles  Elsey 

Western  Pacific  Railroad  Co 
526  Mission  St  SFran 

Letter  twenty-fourth,  telegram  twenty-eighth,  re- 
garding federal  tax  matter.  Very  interesting.  I 
approve  making  appropriate  entries  on  books  in 
December  and  your  proposap  create  contingency 
fund  and  its  investment  in  government  securities 
and  you  are  authorized  instruct  Matthew  file  peti- 
tion with  court  for  formal  approval. 

T  M  SCHIMACHER. 

[Endorsed] :     Filed  Feb.  15,  1949. 


DEFENDANTS'  EXHIBIT  No.  35-B 

Heller,  Ehrman,  White  &  McAuliffe 

Attorneys  and  Counselors  at  Law 

Nevada  Bank  Building 

San  Francisco 

Subject:    Your  file  073 

January  26,  1944 
Mr.  Charles  Elsey 

The  Western  Pacific  Railroad  Company 
526  Mission  Street 
San  Francisco,  5 

Dear  Mr.  Elsey: 
In  reply  to  your  letter  of  January  24,  1944,  num- 
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bered  as  above,  my  approval  is  extended  to  the  crea- 
tion of  a  contingent  fund  and  its  investment  in 
securities  of  the  United  States  to  provide  for  any 
possible  adverse  ruling  on  federal  income  taxes  for 
the  year  1943,  such  fund  to  be  held  until  a  final 
determination  of  the  question  in  issue.  If  Mr. 
Schumacher  concurs  kindly  instruct  Mr.  Matthew 
to  obtain  an  order  of  court  giving  us  authority  in 
the  matter. 

Yours  very  truly 

/s/  SIDNEY  M.  ERHMAN. 

cc  Mr.  Allan  P.  Matthew 

cc  Mr.  T.  M.  Schumacher 

[Stamped] :     The  Western  Pacific  Railroad  Co. 
President — Jan.  28,  1944. 

[Endorsed] :     Filed  Feb.  15,  1949. 


DEFENDANTS'  EXHIBIT  No.  37-A 

At  40  WaU  Street 
New  York  5,  N.  Y. 

September  27,  1946 

Messrs.  Whitman,  Ransom,  Coulson  &  Goetz 
40  Wall  Street 
New  York  5,  N.  Y. 

Gentlemen : 

In  order  to  protect  any  equitable  interests  that^' 
The   Western   Pacific   Railroad   Corporation   may 
have  in  the  reserves  set  up  by  The  Western  Pacific 
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Railroad  Company  on  account  of  tax  deductions, 
as  well  as  in  any  refunds  of  tax  payments  arising 
from  claims  filed  by  the  Corporation,  we  propose 
to  file  a  Bill  of  Complaint  in  the  District  Court  of 
the  United  States,  for  the  Northern  District  of 
California,  Southern  Division,  asking  that  these 
reserves  and  refunds,  if  any,  be  impounded  pending 
an  accounting  and  an  equitable  determination  to 
ascertain  what,  if  any,  interests  the  Corporation 
may  have  therein. 

Appreciating  that  your  firm  has  acted  as  tax 
counsel  for  both  the  Company  and  the  Corporation 
in  the  filing  of  Consolidated  Tax  Returns  and  in 
the  proceedings  now  pending  before  the  Internal 
Revenue  Department,  we  would,  of  course,  not  wish 
to  take  any  steps  which  would  in  any  way  prejudice 
the  claims  made  in  these  returns.  We  would  there- 
fore appreciate  your  advice  on  this,  and  would  be 
glad  to  have  any  suggestions  you  may  make  for 
the  full  protection  of  the  interests  of  the  Corpora- 
tion therein. 

I  would  be  glad  to  arrange  a  conference  between 
your  Mr.  Polk  and  our  counsel  to  discuss  this  mat- 
ter further. 

Yours  very  truly. 


President. 
[Endorsed]:     Filed  Feb.  17,  1949. 
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DEFENDANTS'  EXHIBIT  No.  STB 

The  Western  Pacific  Railroad  Corporation 

51st  Floor  40  Wall  Street 

New  York  5,  N.  Y. 

Mr.  F.  C.  Nicodemus,  Jr. 
40  Wall  Street 
New  York  5,  N.  Y. 

Mr.  A.  Perry  Osborn 
20  Exchange  Place 
New  York  5,  N.  Y. 

Gentlemen: 

Herewith,  for  your  information,  is  copy  of  reply 
from  Mr.  James  K.  Polk  of  the  firm  of  Whitman, 
Ransom,  Coulson  &  Goetz,  to  my  letter  of  Septem- 
ber 27,  1946,  copy  of  which  was  sent  to  yon,  rela- 
tive filing  of  claim  against  The  Western  Pacific 
Railroad  Company  and  its  subsidiaries  for  partici- 
pation in  federal  tax  benefits  for  the  years  1942, 1943 
and  the  first  four  months  of  1944. 

Yours  very  truly, 

/s/  M.  J.  CURRY. 
Enclosure 

[Endorsed] :     Filed  Feb.  17,  1949. 
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DEFENDANTS'  EXHIBIT  No.  37-C 

Whitman,  Ransom,  Coulson  &  Goetz 

40  Wall  Street,  New  York 

(Copy) 

Otcober  4,  1946 
Mr.  M.  J.  Curry,  President 
The  Western  Pacific  Railroad  Corporation 
40  Wall  Street 
New  York  5,  N.  Y. 

Dear  Sir: 

This  refers  to  your  letter  of  September  27,  1946, 
addressed  to  this  firm.  The  undersigned  has  been 
acting  as  tax  counsel  in  connection  with  pending  tax 
questions  arising  under  Federal  consolidated  re- 
turns made  by  the  Western  Pacific  group  for  the 
period  ended  April  30,  1944,  and  prior  open  years. 
In  presenting  the  issues  as  to  these  tax  matters  to 
the  Treasury  Department  it  will  be  necessary  to 
develop  the  facts  fully  and  the  Treasury  Depart- 
ment is  clearly  entitled  to  any  relevant  informa- 
tion. There  would,  therefore,  seem  to  be  no  reason 
why  any  development  of  facts  in  a  separate  litiga- 
tion instituted  by  your  Company  in  the  United 
States  District  Court  in  California  would  present 
necessary  embarrassment  in  connection  with  the 
tax  questions. 

Very  truly  yours, 

JAMES  K.  POLK. 

[Endorsed] :     Filed  Feb.  17,  1949. 
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DEFENDANTS'  EXHIBIT  No.  46 

The  Western  Pacific  Railroad  Corporation 

Federal  income  taxes  for  the  years  1922  to  1944,  inclusive,  on  the  basis 

of  assuming  that  The  Western  Pacific  Railroad  Corporation  had  filed 

separate  tax  returns  and  comparison  thereof  with  taxes  allocated  to  that 

Company  on  the  basis  of  consolidated  returns  filed 

Excess  of  tax 
Tax  allocated  on 
Tax  on  separate      consolidated 
return  (1)  return  (2) 


Year 

1922 Nil 

1923 Nil 

1924 $  57,030.24 

1925 41,297.55 

1926 21,094.40 

1927 10,551.55 

1928 22,023.22 

1929 56,386.32 

1930 56,692.98 

1931 76,232.09 

1932 100,209.54 

1933 83,544.25 

1934 82,334.04 

1935 46,499.56 


on  separate  return 
over  tax  allocated  on 
consolidated  return 


1936. 
1937. 
1938. 
1939. 
1940. 
1941. 
1942. 
1943. 
1944. 


Nil 
Nil 
Nil 
Nil 
Nil 
Nil 
Nil 
Nil 
Nil 


$653,895.74 


Nil 

Nil 

Nil 

Nil 

$10,429.61 

10,330.90 

Nil 
39,158.90 

Nil 

Nil 

Nil 

Nil 

Nil 

Nil 

Nil 

Nil 

Nil 

Nil 

Nil 

Nil 

Nil 

Nil 

Nil 

$59,919.41 


Nil 
Nil 
$  57,030.24 
41,297.55 
10,664.79 

220.65 
22,023.22 
17,227.42 
56,692.98 
76,232.09 
100,209.54 
83,544.25 
82,334.04 
46,499.56 

NH 

Nil 

Nil 

Nil 

Nil 

Nil 

Nil 

Nil 

Nil 

$593,976.33 


Notes : 

( 1 )  1922  was  the  first  year  as  to  which  corporations  had  an  election  tc 

file  separate  or  consolidated  returns. 

(2)  The  amounts  shown  in  this  column  are  the  same  as  those  showr 

in  Schedule  1  of  Price,  Waterhouse  &  Co.  report  dated  Janu- 
ary 5,  1949. 

(3)  No  excess  profits  taxes  would  have  been  payable  on  separate  re 

turns  and  no  excess  profits  taxes  were  allocated  on  consolidatec 
returns. 
No  (declared  value)  excess-profits  taxes  were  paid  during  th( 
period. 
January  14,  1949. 


[Endorsed]  :     Filed  Feb.  18,  1949. 


ii\ 


Western  Pacific  R.R.  Company,  etc.        2041 


DEFENDANTS'  EXHIBIT  No.  47 

The  Western  Pacific  Railroad  Corporation 

Federal  income  taxes  for  the  years  1922  to  1944,  inclusive,  on  the  basis 

of  assuming  that  The  Western  Pacific  Railroad  Company  had  filed 

separate  tax  returns  and  comparison  thereof  with  taxes  allocated  to  that 

Company  on  the  basis  of  consolidated  returns  filed 

Excess  of  tax 
Tax  allocated  on         on  separate  return 
Tax  on  separate      consolidated  over  tax  allocated  on 

Year  return  (1)  return  (2)  consolidated  return 

1922 $  100,962.08  $  82,663.92  $  18,298.16 

1923 215,568.99  Nil  215,568.99 

1924 151,455.91  Nil  151,455.91 

1925 310,286.32  310,477.26  (190.94) 

1926 365,076.26  358,720.53  6,355.73 

1927 94,051.47  98,569.77  (4,518.30) 

1928 78,156.58  99,322.29  (21,165.71) 

1929 57,219.42  14,153.75  43,065.67 

1930 Nil  Nil  Nil 

1931 Nil  Nil  Nil 

1932 Nil  Nil  Nil 

1933 Nil  Nil  Nil 

1934 Nil  Nil  Nil 

1935 Nil  Nil  Nil 

1936 Nil  Nil  Nil 

1937 Nil  Nil  Nil 

1938 Nil  Nil  Nil     . 

1939 Nil  Nil  Nil 

1940 Nil  Nil  Nil 

1941 Nil  Nil  Nil 

Totals  $1,372,777.03         $963,907.52  $408,869.51 

Notes : 

( 1 )  1922  was  the  first  year  as  to  which  corporations  had  an  election  to 

file  separate  or  consolidated  returns. 

(2)  The  amounts  shown  in  this  column  are  the  same  as  those  shown 
I  in  Schedule  1  of  Price,  Waterhouse  &  Co.  report  dated  Janu- 
I  ary  5,  1949. 

(3)  No  excess  profits  taxes  would  have  been  payable  on  separate  re- 
I  turns  and  no  excess  profits  taxes  were  allocated  on  consolidated 
I  returns. 

No  (declared  value)  excess-profits  taxes  were  paid  during  the 
period. 

February  15,1949. 
[Endorsed] :     Filed  Feb.  18,  1949. 
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DEFENDANTS'  EXHIBIT  No.  49B 

(Identification  Only) 


Witness. 
Exhibit. 


In  the  District  Court  of  The  United  States  for  the  Northern  District 
of  California  Southern  Division 

The  Western  Pacific  Railroad  Corporation  vs.  The  Western  Pacific 
Railroad  Company  et  al,  No.  26508-G 

Record  of  Weekly  Sales  of  Preferred  and  Common  Shares  of  The  West- 
ern Pacific  Railroad  Company  on  New  York  Stock  Exchange  Jan.  1, 
1945  to  Oct.  31,  1946,  as  published  in  ''The  Commercial  and  Financial 
Chronicle"  of  New  York.    (AYeeks  begin  Saturday  and  end  Friday.) 


Preferred 


Common 


Week  Ending 


High     Low 

(Dollars) 


1945 

January  5 73 

January  12 731/4 

January  19 70% 

January  26 6814 

February  2 6814 

February  9 69 

February  16 701/2 

February  23 71 

March  2 76I/2 

March  9 771/2 

March  16 761/2 

March  23 78 

March  30 76% 

April  6 76 

April  13 77 

April  20 79% 

April  27 85 

Mav  4 86 

MaV  11 84 

Mav  18 85 

Ma>  25 82% 

June  1 851/2 

June  8 86 

June  15 88 

June  22 91 

June  29 92 

July  6 89 

July  13 90 


641/4 
71 

65 

641/2 

651/2 

661/4 

671/8 

691/4 

701/2 

73 

74 

751/4 

741/2 

731/2 

75 

77 

791/0 

83  " 

81 

82 

82 

82% 

841/9 

861/i 

87 

90 

861/4 

863^ 


Volume     High      Low     Volume 
(Shares)        (Dollars)        (Shares) 


9100 

3700 

3800 

3500 

2200 

1800 

1400 

1700 

3100 

2200 

600 

1900 

1700 

600 

900 

1600 

2700 

1500 

1200 

900 

200 

300 

900 

1200 

2000 

2500 

3100 

9200 


38 

373/4 

35 

361/4 

35% 

353/4 

361/4 

361/2 

371/4 

373/8 

361/2 

411/4 

39% 

39 

393/4 

41% 
451/2 
453/4 
441/2 

43% 

43 

443^ 

46% 

463/4 

51 

533/8 

523/4 

571/8 


301/2 
343/8 

32 

3IV2 

33 

331/2 

34 

35 

341/2 

333/8 

341/2 

36% 

361/4 

38 

381/4 

391/4 

411/4 

42 

41 

41% 

411/2 

43 

433/8 

45 

463/4 

48% 

471/2 

523/4 


11200 
5500 

10300 
5400 
3900 
3800 
3200 
3000 
4800 
3100 
1900 

10300 
5600 
2200 
3100 
8100 

10800 
3800 
3100 
1500 
3200 
5900 
5100 
6900 
8200 

13200 

10200 

13100 
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Preferred 


Common 


High      Low        Volume     High       Low      Volume 
Week  Ending (Dollars)         (Shares)        (Dollars)       (Shares) 


1945 

July  20 90 

July  27 853^ 

August         3 89 

August        10 89 

August        17 88 

August       24 85 

August        31 86 

September    7 86% 

September  14 871/4 

September  21 8614 

September  28 87 

October         5 883^ 

October       12 88i/> 

October       19 893/4 

October       26 89% 

November     2 90 

November     9 903/g 

November   16 90% 

November  23 90i/o 

November  30 90 

December     7 881/2 

December    14 90 

December    21 891/2 

December    28 89 

1946 

January        4 91 

January  11 91% 

January  18 92 

January  25 91 V^ 

February      1 943^ 

February      8 96 

February  15 96I/2 

February  22 961/2 

[March  1 95 

[March  8 95 

jMarch  15 94 

'March  22 961/2 

March  29 97 

i^pril  5 99 

i^pril  12 100 

April  19 1001/, 

April  26 101  " 

My  3 1001/2 

|»Iay  10 991/2 


85 

81 

843/4 

863/8 

85 

81 

85 

853^ 

85% 

843/8 

85 

87 

873/4 

87 

88 

89 

89 

891/0 

89  " 

87% 

86I/4 

861/2 

87 


873/4 
901/2 
90% 
901/4 
903/4 

941/2 
961/4 
93 

921/8 
933/8 
931/, 
95 

93% 
961/2 
981/, 
99% 
100% 
99 
981/4 


2600 
4100 
3300 
4600 
1000 
2400 

700 

900 
1500 

900 
1000 
2900 
1700 
6000 
3400 
2800 
2400 
1600 
1600 
1400 

900 
2100 
1300 

600 

1200 
1200 
1900 
1100 
3600 
2100 
1100 
1500 

900 
1100 
1000 
1000 

900 
2800 
1400 
1400 

700 
1200 

500 


53 

493/8 

49 

491/2 

46 

44 

48 

49 

473/4 

483/4 

483/4 

481/4 

491/4 

51 

51 

511/2 

531/4 

521/4 

52 

55% 

55% 

531/2 

521/2 

51 

491/2 
511/2 

53% 
533/8 

553/4 

56 

531/2 

541/2 

493/4 

50 
50 

481/2 
54 

551/4 

5334 

531/4 

53 

54 

531/2 


471/2 

451/4 

451/, 

453/8 

44 

39 

431/2 

47 

46i/> 

4414 

471/, 

47  " 

46 

49 

49 

48 

511/4 
483/4 
49 
49 

53% 

511/2 
49 

48 


47 

48% 

493/4 

501/4 

531/2 

52 

51 

483/8 

48 

461/2 

48 

471/2 

48 

513/4 

51 
51 

511/2 
521/2 

503/4 


2900 
5700 
1100 
3800 
1800 
6300 
3200 
1300 
1200 
2700 
1500 
1100 
5200 
5300 
3600 
4900 
3800 
3300 
2500 
5900 
2600 
1800 
1700 
1600 

2300 
4300 
4400 
3300 
3600 
5400 
1800 
2900 
2600 
1700 
1900 

700 
3800 
2800 
2900 

900 
3200 
1000 
1400 
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Preferred 


Common 


Week  Ending 


High     Low 
(Dollars) 


1946 

May  17 99 

May  24 987/8 

May  31 9814 

June  7 983/4 

June  14 991/2 

June  21 991/2 

June  28 971/2 

July  5 981/2 

July  12 971/2 

July  19 971/2 

July  26 981/2 

August         2 98 

August         9 98 

August       16 97% 

August       23 98 

August       30 94 

September    6 90 

September  13 8114 

September  20 81 

September  27 761/2 

October        4 76 

October       11 773/4 

October       18 78 

October      25 79 

November     1 79 


98 

98 

973/4 

973/4 

98 

99 

95 

961/2 

951/2 

96 

941/, 

94 

96 

961/2 

971/2 

903^ 

87 

76 

80 

75 

751/4 

71 

761/8 

761/4 

77y8 


Volume     High      Low     Volume 
(Shares)        (Dollars)        (Shares) 


800 

51% 

503/4 

1200 

300 

553/4 

51 

5700 

200 

553/4 

54 

2500 

1100 

543/4 

53 

1700 

700 

561/2 

53 

4600 

600 

561/2 

54 

4100 

700 

54 

503/4 

700 

500 

52 

51% 

200 

1000 

52 

50 

1800 

1000 

51 

493/4 

700 

900 

501/4 

48 

700 

1200 

481/4 

47 

1600 

300 

471/2 

471/2 

200 

500 

48 

473/4 

200 

300 

48 

46 

200 

700 

441/4 

411/4 

1200 

300 

42 

321/8 

3400 

800 

361/2 

33 

6200 

900 

351/2 

293/4 

9400 

400 

341/4 

27 

6800 

400 

34 

32% 

2800 

1300 

33 

291/4 

4200 

300 

37 

3IV2 

4500 

600 

353/8 

34 

1900 

500 

36 

301/2 

2900 

Western  Pacific  R.R.  Company,  etc.        2045 
DEFENDANTS'  EXHIBIT  No.  50 

69278 
Treasury  Department 
Washington  25 

(Copy)  ; 

Office  of  Commissioner  of  Internal  Revenue 

Address  Reply  To 

Commissioner  of  Internal  Revenue 

And  Refer  To  IT;P:CA  WTS 

Dec.  9,  1947 

Atchison,  Topeka  &  Santa  Fe  Railway  Company 
Chicago,  Illinois 

Attention:  Mr.  W.  E.  Davis 
General  Auditor 
Gentlemen : 

Reference  is  made  to  your  letter  dated  March  20, 
1947,  in  which  you  submit  a  statement  of  facts  with 
respect  to  charges  for  transportation  of  war-time 
commodities  for  the  Government. 

The  facts  submitted  indicate  that  beginning  in 
1941  and  continuing  throughout  the  war  years  you 
transported  military  and  naval  forces  and  property 
for  the  Government  for  the  prosecution  of  the  war. 
Transportation  charges  were  collected  from  the  va- 
rious Government  departments  and  reported  as  tax- 
able income.  At  the  time  of  rendering  the  bills  for 
the  transportation  charges,  you  state  that  it  was 
known  to  you,  as  well  as  the  Government  depart- 
ments, that  the  bills  were  excessive  because  sucli 
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Defendants'  Exhibit  No.  50 — (Continued) 
bills  did  not  reflect  the  lower  rates  in  accordance 
with  the  land  grants  and  also  due  to  the  fact  that 
many  shipments  of  property  were  of  a  secret  nature 
and  the  contents  thereof  were  not  known  to  you. 
Furthermore,  many  shipments  contained  new  com- 
modities on  which  rates  had  not  been  established. 
It  was  the  custom  for  the  Government  departments 
to  pay  the  bills  for  transportation  charges  as  pre- 
sented with  the  understanding  that  adjustments 
would  be  made  in  accordance  with  section  322  of 
the  Transportation  Act  of  1940  when  such  bills  were 
audited  by  the  General  Accounting  Office. 

In  accordance  with  section  321(a)  of  the  Trans- 
portation Act  of  1940,  the  Government  was  entitled 
to  special  rates  for  the  transportation  of  military 
and  naval  forces  and  also  military  and  naval  prop- 
erty. Transportation  of  the  military  and  naval 
forces  and  property  is  eligible  for  net  land  grant 
rates  as  provided  in  the  several  Granting  Acts  and 
Equalization  Agreements.  Section  322  of  the  same 
Act  provides  that  payment  for  transportation  of 
mail,  persons  or  property  for  or  on  behalf  of  the 
United  States  shall  be  made  upon  presentation  of 
the  bills  therefor  prior  to  audit  or  settlement  by  the 
General  Accounting  Office.  The  right  is  reserved, 
however,  for  the  General  Accounting  Office  to  de- 
duct the  amount  of  any  overpayment  for  such  trans- 
portation from  any  amount  subsequently  due  to  the 
carrier. 

According  to  the  schedule  submitted  with  your 
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Defendants'  Exhibit  No.  50— (Continued) 
letter,  it  appears  that  the  General  Accounting  Office 
began    auditing    the    bills    for   the    transportation 
charges  as  early  as  1942,  in  which  year  demand  was 
made  for  the  first  refunds  of  the  excessive  trans- 
portation charges.    These  refunds  are  effective  for 
each  of  the  years  1942  to  1946,  inclusive,  and  addi- 
tional refunds  will  probably  be  demanded  for  sub- 
sequent years.    During  these  years  the  amounts  of 
the  refunds  were  taken  as  deductions  in  your  Fed- 
eral tax  returns.    The  statement  submitted  by  you 
shows  that  excessive  transportation  charges  were 
received  during  the  years  1941  to  1945,  inclusive,  in 
the  amount  of  $22,170,000  and  that  this  amount  was 
refunded  during  the  years  1942  to  1946,  inclusive. 
You  state  that  by  reason  of  the  delay  in  the  audit 
of  the  transportation  bills  by  the  General  Account- 
ing Office  the  charges  collected  have  been  subjected 
to  high  excess  profits  tax  rates  whereas  the  repay- 
ments have  extended  into  the  post-war  years  when 
the  tax  rates  are  much  lower.    Due  to  the  repay- 
ments made,  the  Government  has  paid  out  and  you 
have    collected    only    the     correct    transportation 
charges  but  due  to  the  high  excess  profits  tax  rates 
during  the  war  years  you  feel  that  you  have  suf- 
fered  a   penalty   because   of   circumstances   which 
were  entirely  beyond  your  control.   It  is  your  view 
that  taxable  income  for  the  several  years  involved 
should  be  adjusted  and  thus  neutralize  the  effect  of 
the  receipt  and  repayment  of  the  excessive  charges. 
Section  43  of  the  Internal  Revenue  Code  provides 
that: 
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''The  deductions  and  credits  (other  than  the  cor- 
poration dividends  paid  credit  provided  in  section 
27)  provided  for  in  this  chapter  shall  be  taken  for 
the  taxable  year  in  which  'paid  or  accrued'  or  'paid 
or  incurred',  dependent  upon  the  method  of  account- 
ing upon  the  basis  of  which  the  net  income  is  com- 
puted, unless  in  order  to  clearly  reflect  the  income 
the  deductions  or  credits  should  be  taken  as  of  a 
different  period.  *  *  *" 

The  facts  presented  by  you  show  conclusively  that 
by  reporting  the  transportation  charges  as  income 
on  the  accrual  basis  and  deducting  the  repayments 
in  the  year  in  which  repaid,  the  taxable  income  for 
the  years  involved  is  not  clearly  reflected  and  thus 
a  large  net  tax  is  incurred  due  to  the  high  tax  rates 
during  the  war  years. 

In  view  of  the  facts  and  circumstances  presented 
by  you,  under  the  authority  conferred  in  section  43 
permission  is  granted  to  allocate  the  repayments  of 
the  excessive  transportation  charges  to  the  years  in 
which  the  charges  were  reported  as  taxable  income. 
Such  adjustments  may  not  be  made  in  a  prior  year 
or  years  where  the  statutory  period  of  limitation 
for  assessing  deficiencies  or  filing  claims  for  refund 
as  provided  in  section  322  of  the  Code  has  expired  or 
a  final  closing  agreement  has  been  executed. 

In  this  connection  it  is  understood  that  you  agree 
as  follows: 

1.  All  amounts  received  by  you  as  transportation 
charges  from  the  Federal  Government  departments 
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and  agencies  shall  be  included  in  taxable  income  on 
the  accrual  basis. 

2.  All  refunds  of  transportation  charges  made 
by  you  to  the  Federal  Government  shall  be  allowed 
as  deductions  in  the  year  or  years  in  which  such 
transportation  charges  were  reported  as  income  and 
any  deductions  claimed  by  you  in  the  year  or  years 
such  refunds  were  made  will  be  disallowed. 

3.  For  the  years  1941  to  1946,  inclusive,  the 
amount  of  interest  on  refunds  of  income  and  excess 
profits  taxes  shall  be  allowed  only  to  the  extent  of, 
and  limited  to,  the  amount  of  interest  on  deficiencies 
resulting  from  these  adjustments. 

The  adjustments  agreed  to  above  will  not  in- 
clude any  items  which  are  the  subject  of  presently 
pending  claims  filed  on  behalf  of  the  United  States 
by  the  Attorney  General  before  the  Interstate  Com- 
merce Commission  for  refunds  from  the  railroads, 
including  the  Atchison,  Topeka  &  Santa  Fe  Railway 
Company,  for  excessive  charges  for  the  transporta- 
tion of  war-time  freight. 

.  Notification  from  you  of  your  agreement  with  this 
letter  will  constitute  authority  for  disposition  of  the 
issues  for  the  years  involved. 

Please  reply  within  fifteen  days,  for  the  attention 
of  IT:P:CA-WTS. 

Very  truly  yours, 

/s/  GEO.  J.  SCHOENEMAN, 
Commissioner. 

[Endorsed] :     Filed  Feb.  18,  1949. 
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Redistribution  of  the  debits  to  freight  revenue 
made  during  the  period  May  1944  to  July  1948,  in- 
clusive, resulting  from  government  cutbacks  and 
refunds  on  government  shipments  terminated  on  the 
Western  Pacific,  segregated  to  year  in  which  traffic 
moved 

Year 
Shipment 
Moved  Amount 

1939 $  62.33 

1940    1,535.67 

1941 53,600.86 

1942    784,927.86 

1943    1,062,694.64 

Jan.  to  Apr.  1944    35,716.03 

May  to  Dec.  1944    48,473.42 

1945    44,401.65 

1946    4,236.04 

1947    454.11 

1948    84.23 


Total    $2,036,186.84 
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The  Western  Pacific  Railroad  Company 

43  Exchange  Place, 

New  York,  November  28, 1923. 

Mr.  C.  M.  Levey,  President, 

The  Western  Pacific  Railroad  Company, 

Mills  Bldg.,  San  Francisco,  California. 

Dear  Mr.  Levey: 

I  am  enclosing  herewith  two  statements  showing 
the  taxable  income,  as  reported  to  the  Commissioner 
of  Internal  Revenue  by  The  Western  Pacific  Rail- 
road Corporation  on  consolidated  returns  for  the 
•  years  1921  and  1922,  and  proposed  allocation  of  the 
I  taxes  to  the  various  companies,  the  income  of  which 
I  is  included  in  the  returns. 

I  The  total  tax  for  1921  ($31,813.09)  was  originally 
I  paid  by  The  Western  Pacific  Railroad  Company  and 
of  the  tax  for  1922  ($114,929.64)  three-quarters  has 
been  paid  by  The  Western  Pacific  Railroad  Corpo- 
ration, which  company  will  pay  the  remaining  one- 
quarter  which  will  be  due  December  15,  1923.  The 
method  of  allocation,  viz.,  prorating  the  entire 
amount  among  the  companies  showing  taxable  in- 
come, is,  so  far  as  we  are  able  to  determine,  the 
practice  followed  by  other  companies  making  con- 
solidated returns. 

If  this  plan  meets  with  your  approval,  The  West- 
ern Pacific  Railroad  Company  can  pay  to  The  West- 
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ern  Pacific  Railroad  Corporation  from  New  York 
funds : 

Tax  for  1922 $77,037.34 

Less  tax  paid  by  W.P.R.R.Co.  in 

excess  of  proporation  for  1921     9,836.61 

Net  amount  to  pay $67,200.73 

In  addition,  The  Western  Pacific  R.R.  Corpora- 
tion should  receive  from : 

Western  Realty  Co.— 1922  Tax 390.76 

Standard  R.&D.  Co.— 1922  Tax 206.87 

The  amounts  due  from  other  subsidiary  companies 
will  be  carried  by  The  Western  Pacific  Railroad 
Corporation  pending  settlement  with  the  various 
companies  or  adjustments  as  may  be  deemed  advis- 
able upon  determination  of  proposed  reorganization 
of  Denver  System  and  the  clearing  up  of  pending 
Sacramento  Northern  situation. 

This  proposed  adjustment  is  on  the  basis  of  tax 
returns  as  originally  filed,  copies  of  which  are  on  file 
in  Mr.  DeGraff's  office,  and  is  subject  to  revision  as 
may  finally  be  determined  by  adjustments  in  the 
amount  of  taxable  income  due  to  examination  of  the 
accounts  by  the  Treasury  Department. 

Yours  truly, 

/s/  S.  R.  BALDWIN. 
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Mr.  F.  C.  Nicodemus,  Jr., 
40  Wall  Street, 
New  York,  N.  Y. 

Dear  Mr.  Nicodemus: 

As  you  know  the  by-laws  of  this  Corporation  pro- 
vide that  the  annual  meeting  of  stockholders  be 
held  in  Wilmington,  Delaware,  on  the  first  Tuesday 
in  October  of  each  year,  which  this  year  falls  on 
October  1st. 

The  annual  meeting  last  year,  you  will  recall,  was 
convened  on  the  scheduled  date  and  adjourned  sine 
die.    Upon  advice  of  counsel  and  concurrence  of 
our  Board,  notices  of  the  meeting  were  sent  to  stock- 
holders unaccompanied  by  proxy  or  proxy  state- 
ment, the  latter  a  requirement  of  the  S.  E.  C. 
I  should  like  to  have  your  opinion  as  to  how  this 
I  year's  meeting  should  be  handled,  that  is,  will  we 
I  pursue  the  same  course  as  we  did  last  year,  sending 
out  notices  only,  or  should  we  proceed  in  the  reg- 
I  ular  way?    If  we  do  the  latter,  it  will  entail  con- 
'  siderable  labor  and  exi^ense  and  it  will  be  necessary 
i  at  next  Wednesday's  meeting  of  the  Board  to  name 
I  a  Proxy  Committee,  approve  form  of  proxy  and 
a  proxy  statement. 

Defendants'  Exliibit  No.  54— (Continued) 
Won't  you  please  give  me  the  benefit  of  your 
advice  in  this  at  your  early  convenience,  and  oblige. 

Yours  very  truly, 

/s/  M.  J.  CURRY. 
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[Marginal  Notes]:  $5,000?  Amt.  paid  to  P.  & 
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pended for  printing  and  mailing. 


Pierce  &  Greer 

40  Wall  Street 

New  York 

August  28,  1940. 
Mr.  M.  J.  Curry, 
Secretary  and  Treasurer, 
The  Western  Pacific  Railroad  Corporation, 
37  Wall  Street, 
New  York  City. 

Dear  Mr.  Curry: 

This  refers  to  your  letter  of  August  23,  1940, 
with  reference  to  the  annual  meeting  of  stockholders 
of  the  Corporation  scheduled  to  be  held  Tuesday, 
October  1st,  next,  at  Wilmington,  Delaware. 

It  is  our  judgment  that  you  should  this  year  pur- 
sue the  same  course  you  pursued  last  year.  That 
is,  issue  the  notice  in  the  usual  form  but  do  not  name 
a  proxy  committee  or  request  proxies.  If  a  quorum 
fails  to  appear,  you  may  again  pursue  the  same 
course  as  last  year,  that  is,  after  meeting  on  the 
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scheduled  date  adjourn  sine  die  for  lack  of  quorum. 

Very  truly  yours, 

/s/  F.  C.  NICODEMUS,  JR. 

[Stamped] :     Received  Aug.  28, 1940  Western  Pa- 
cific Railroad  Corporation. 


August  2,  1941. 
Mr.  F.  C.  Nicodemus,  Jr., 
40  Wall  Street, 
New  York,  N.  Y. 

Dear  Mr.  Nicodemus : 

As  you  know,  the  By-laws  of  this  Corporation 
provide  that  the  amiual  meeting  of  stockholders 
be  held  in  Wilmington,  Delaware,  on  the  first  Tues- 
day in  October  of  each  year,  this  year  being  October 
7th. 

I  should  like  to  have  your  opinion  as  to  how  this 
meeting  should  be  handled;  that  is,  should  we  pur- 
sue the  same  course  as  we  have  in  the  past  two  years 
and  send  out  Notice  of  Meeting  only  to  the  stock- 
holders, or,  should  we  send  out  notice  of  Meeting 
accompanied  by  Proxy  and  Proxy  Statement.  The 
latter  method  of  handling  would,  of  course,  entail 
considerable  labor  and  expense  and  it  will  be  neces- 
sary to  have  a  Board  Meeting  to  name  a  Proxy 
Committee,  approve  form  of  Proxy  and  Proxy 
Statement. 
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Will  you  please  let  me  have  the  benefit  of  your 
advice  in  this  matter,  and  oblige. 

Yours  very  truly, 

/s/  M.  J.  CURRY. 


Pierce  &  Greer 

40  WaU  Street 

New  York 

August  18,  1941. 
Mr.  M.  J.  Curry 
Secretary  and  Treasurer 
The  Western  Pacific  Railroad  Corporation 
37  Wall  Street 
New  York  City 

Dear  Mr.  Curry: 

Mr.  Nicodemus  has  asked  me  to  reply  to  your 
letter  of  August  2,  1941,  with  reference  to  the  an-; 
nual  meeting  of  stockholders  of  The  Western  Pa-j 
cific  Railroad  Corporation  to  be  held  in  Wilmington,] 
Delaware,  on  October  7,  1941. 

We  are  both  of  the  opinion  that  this  annual  meeU 
ing  should  be  handled  in  the  same  way  as  the  annual 
meetings  of  the  past  two  years,  that  is,  a  notice 
of  meeting,  omitting  form  of  Proxy  and  Proxy 
Statement,  should  be  mailed  to  the  stockholders. 

If  a  quorum  should  fail  to  appear  it  would  be 


Western  Pacific  R.R.  Company,  etc.        2057 

Defendants'  Exhibit  No.  54 — (Continued) 
in  order,  as  in  past  years,  to  adjourn  the  meeting 
sine  die  for  lack  of  a  quorum. 
Yours  very  truly, 

/s/  H.  BRUA  CAMPBELL. 

[Initialed] :     JEW. 

[Stamped] :     Received  Aug.  19, 1941  Western  Pa- 
cific Railroad  Corporation. 

[Stamped] :     M.  J.  C.  Aug.  19,  1941. 

August  3,  1942. 
Messrs,  Pierce  &  Greer 
40  Wall  Street 
New  York,  N.  Y. 

Gentlemen : 

As  you  know,  the  By-Laws  of  this  Corporation 
provide  that  the  Annual  Meeting  of  Stockholders 
be  held  in  Wilmington,  Delaware,  on  the  first  Tues- 
day in  October  of  each  year — this  year  the  date 
being  October  6th.  [In  Pencil] :  5th  1943. 
.  In  this  connection,  I  should  like  to  know  whether, 
in  your  opinion,  it  would  be  proper  to  pursue  the 
same  course  as  we  have  during  the  past  three  years ; 
that  is,  mail  to  the  stockholders  a  notice  of  meeting, 
omitting  form  of  Proxy  and  Proxy  Statement,  and, 
if  a  quorum  should  fail  to  appear,  to  adjourn  the 
meeting  sine  die  for  lack  of  quorum. 
Yours  very  truly, 

/s/  M.  J.  CURRY. 
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Pierce  &  Greer 

40  WaU  Street 

New  York 

August  8, 1942. 
Mr.  M.  J.  Curry 
President 

The  Western  Pacific  Railroad  Corporation 
37  WaU  Street 
New  York  City 

Dear  Mr.  Curry : 

We  have  your  letter  of  August  3,  1942,  with  refer- 
ence to  the  annual  meeting  of  stockholders  of  the 
Corporation  to  be  held  this  year  pursuant  to  the 
provisions  of  the  By-Laws  on  October  6th,  being 
the  first  Tuesday  in  October. 

In  our  opinion  it  will  be  proper  to  pursue  the 
same  course  as  has  been  taken  during  the  past  three 
years,  namely,  seasonably  to  mail  to  the  stockholders 
a  notice  of  meeting,  omitting  form  of  Proxy  and 
Proxy  Statement,  and  if  a  quorum  should  fail  to 
appear  to  adjourn  the  meeting  sine  die  for  want 
of  a  quorum. 

Yours  very  truly, 

PIERCE  &  GREER. 

[Initialed] :     JEW. 

[Stamped] :  Received  Aug.  8,  1942  The  Western 
Pacific  Railroad  Corporation. 

[Stamped] :     M. J.C.  Aug.  8,  1942. 


Western  Pacific  R.R.  Company,  etc.        2059 

Defendants'  Exhibit  No.  54— (Continued) 

5 
August  5, 1943. 
Messrs.  Pierce  &  Greer 
40  Wall  Street 
New  York  5,  N.  Y. 

Gentlemen : 

As  you  know,  the  By-Laws  of  this  Corporation 
provide  that  the  Annual  Meeting  of  Stockholders 
be  held  in  Wilmington,  Delaware  on  the  first  Tues- 
day in  October  of  each  year— this  year  the  date 
being  October  5th. 

In  view  of  the  conditions  surrounding  the  cor- 
poration, will  you  please  advise  what  action  we 
should  take  in  the  matter. 

Yours  very  truly, 

/s/  M.  J.  CURRY. 
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Pierce  &  Greer 

40  Wall  Street 

New  York 

September  10,  1943. 
Mr.  M.  J.  Curry 
President 

The  Western  Pacific  Railroad  Corporation 
37  WaU  Street 
New  York,  5,  N.  Y. 

Dear  Mr.  Curry: 

Referring  to  you  letter  to  our  firm  dated  August 
5,  1943,  with  respect  to  the  Annual  Meeting  of 
Stockholders  of  The  Western  Pacific  Railroad  Cor- 
poration, Mr.  Nicodemus  and  I  believe  that  in  com- 
pliance with  the  provisions  of  the  By-Laws  of  the 
Corporation  the  Secretary  should  seasonably  mail 
the  required  notice  of  such  meeting  to  the  stock- 
holders of  the  Company  and  that  all  that  need  be 
said  in  such  notice  is  that  the  Annual  Meeting  of 
Stockholders  of  the  Corporation  will  be  held  pur- 
suant to  the  provisions  of  the  By-Laws  on  Tuesday, 
October  5,  1943  at  12  o'clock  noon  at  the  principal 
office  of  the  Corporation,  No.  100  West  10th  Street, 
Wilmington,  Delaware,  for  the  election  of  Directors 
of  the  Corporation. 

Yours  very  truly, 

/s/  H.  BRUA  CAMPBELL. 
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[Marginal  Notes]  :     JFW.   OK  to  handle  accdly 
/s/  MJC. 

[Stamped] :    M.J.C.  Sept.  10,  1943. 

[Stamped] :     Received  Sept.  10,  1943  The  West- 
ern Pacific  Railroad  Corporation. 


August  4,  1944. 
Messrs.  Pierce  &  Greer 
40  Wall  Street 
New  York  5,  N.  Y. 

Attention  Mr.  F.  C.  Nicodemus,  Jr. 

Dear  Mr.  Nicodemus: 

The  by-laws  of  this  corporation  provide  that  its 
annual  meeting  should  be  held  the  first  Tuesday 
in  October  of  each  year  (being  October  3rd  this 
year)  at  12  o'clock  noon,  at  its  corporate  office,  the 
Corporation  Trust  Company,  Wilmington,  Dela- 
ware. 

As  you  know,  in  the  past  four  years,  due  to  condi- 
tions   surrounding    the    corporation,    we    merely 
mailed  notices  of  the  meetings  to  stockholders  of 
!  record  as  of  a  specified  date.    Meetings  were  held 
I  each  year  but  due  to  lack  of  quormn  were  adjourned 
I  sine  die. 

I      Subsequent  to  the  annual  meeting  for  1943,  special 
'  meetings  of  the  stockholders  were  held  on  Decem- 
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ber  28,  1943,  which  recessed  to  various  dates  there- 
after and  finally  adjourned,  and  on  April  20,  1944, 
when  that  certain  agreement  between  the  Corpora- 
tion and  its  three  secured  creditors  was  submitted 
and  approved  by  a  majority  vote  of  the  stock- 
holders present  in  person  or  represented  by  proxy. 

The  provisions  of  the  said  agreement,  as  you 
know^,  have  since  been  carried  out,  which  included 
the  transfer  of  the  capital  stock  of  The  Western 
Pacific  Railroad  Company  to  the  Reorganization 
Committee,  etc. 

In  view  of  the  aforementioned  facts  and  other 
pending  matters,  I  should  like  to  receive  your  opin- 
ion as  to  what  we  should  do  in  connection  with  the 
forthcoming  meeting.  It  occurs  to  me  it  would  be 
appropriate,  when  mailing  the  notices,  to  also  in- 
clude a  letter  over  the  President's  name,  advising 
the  stockholders  of  the  status  of  the  Corporation's 
affairs.  Do  you  agree  1 

Yours  very  truly, 

/s/  M.  J.  CURRY. 

Note:     Saw  Mr.  Nicodemus  today  and  asked  for 
a  reply  to  this  letter  and  he  said  he  would  turn 
it  over  to  Mr.  Campbell  for  handling. 
/s/  JFW. 

8/23/44. 
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Pierce  &  Greer 

40  Wall  Street 

New  York  5,  N.  Y. 

September  6,  1944. 
Mr.  M.  J.  Curry 
President 

The  Western  Pacific  Railroad  Corporation 
37  Wall  Street 
New  York  5 

Dear  Mr.  Curry ; 

Mr.  Nicodemus  has  asked  me  to  reply  to  your 
letter  of  August  4,  1944,  with  reference  to  the  an- 
nual meeting  of  stockholders  of  the  Corporation, 
which  under  its  By-Laws  is  scheduled  to  be  held 
on  Tuesday,  October  3,  1944,  at  12  o'clock  noon,  at 
the  principal  office  of  the  Corporation,  100  West 
10th  Street,  Wilmington,  Delaware,  for  the  election 
of  directors. 

Mr.  Nicodemus  believes  that  the  Corporation 
should  do  as  it  did  last  year,  that  is,  have  the  Secre- 
tary mail  to  the  stockholders  the  required  notice 
of  meeting  in  the  customary  form.  He  does  not 
favor  sending  out  to  the  stockholders  with  the  above 
notice  of  meeting  a  letter  designed  to  inform  them 
as  to  the  status  of  the  Corporation's  affairs. 

Yours  very  truly, 

/s/  H.  BRUA  CAMPBELL. 
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[Stamped]:     Received    Sept.    T,    1944    Western 
Pacific  Railroad  Co. 

[Stamped]  :     M.J.C.  Sept.  7,  1944. 

M.JC  :LB 

10  Perth  ATenue 

Xew  Rochelle,  N.  Y. 
August  3.  1945 

Corporation  Trust  Company 
100  West  10th  Street 
ATilmmgton  99,  Delaware 

Attention :     Mr.  Alfred  JerTis 

•  Dear  Mr.  Jervis : 

This  acknowledges  receipt  of  your  letter  dated 
July  31  in  regard  to  the  annual  meeting  of  The 
Western  Pacific  Railroad  Corporation  to  be  held 
October  2,  1915,  at  its  coi^orate  office  in  Wilming- 
ton. Delaware. 

We  will  give  this  necessary  attention  and  com- 
municate further  with  you  in  the  near  future. 

Yours  veiy  truly, 

/s/  M.  J.  CURRY. 


{ 
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Pierce  k  Greer 

40  Wall  Street 

New  York  5,  X.  Y. 

August  10,  1945. 
Mr.  M.  J.  Curry 
President 

The  Western  Pacific  Railroad  Corporation 
Room  5205,  40  Wall  Street 
Xew  York  5,  X.  Y, 

Dear  Mr.  Currv : 

Mr.  Xicodemus  has  asked  me  to  reply  to  your 
letter  of  August  3,  1945,  enclosing  copy  of  letter 
dated  July  31,  1945,  addi-essed  to  you  by  the  Cor- 
poration Trust  Company,  100  West  lOth  Street, 
Wihnington,  Delaware,  with  reference  to  the  Annual 
Meeting  of  Stockholders  of  The  Western  Pacific 
Railroad  Corporation  which  under  its  By-Laws 
should  be  held  on  Tuesday,  October  2,  1945,  at  the 
principal  office  of  the  Corporation,  100  West  10th 
Street,  Wilmington,  Delaware,  for  the  election  of 
Directors. 

It  is  Mr.  Xicodemus'  view  as  well  as  my  own  that 
the  Corporation  should  proceed  as  it  did  last  year, 
that  is,  have  the  Secretary  mail  to  the  stockholders 
the  required  notice  of  meeting  in  the  customary 
form.  It  will  doubtless  be  feasible  for  you  to  ar- 
range to  have  he  meeting  conducted  by  represent- 
atives of  the  Corporation  Ti-ust  Company  in  which 
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event  I  assume  that  you  will  furnish  them  the  in- 
formation requested  in  the  second  paragraph  of 
their  letter  to  you  of  July  31,  1945,  and  will  also 
arrange  with  said  Company,  as  Transfer  Agent, 
to  file  at  the  place  where  the  meeting  is  to  be  held 
at  least  ten  days  before  the  meeting  the  required 
certified  alphabetical  list  of  stockholders  entitled  to 
vote  at  said  meeting. 

Yours  very  truly, 

/s/  H.  BRUA  CAMPBELL. 

[Stamped]  :     Received  Aug.  10,  1945. 
[Stamped] :     M. J.C.  Aug.  10,  1945. 

51st  Floor 
40  Wall  Street 
New  York  5,  N.  Y. 
August  5,  1946 

Messrs.  Pierce  and  Greer,  Counsel 

40  Wall  Street 

New  York  5,  N.  Y. 

Attention— Mr.  F.  C.  Nicodemus,  Jr. 
Dear  Mr.  Nicodemus : 

Herewith  is  copy  of  a  letter  dated  July  31,  1946, 
from  The  Corporation  Trust  Company,  Wilmington, 
Delaware,  with  reference  to  the  annual  meeting  of 
this  Corporation  which  is  to  be  held  in  that  city 
on  Tuesday,  October  1,  1946. 
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I  shall  appreciate  your  early  advice  as  to  the  pro- 
cedure to  be  followed  in  connection  with  the  forth- 
coming annual  meeting. 

As  you  know,  for  the  past  several  years,  annual 
notices  of  the  meeting  of  the  stockholders  of  record 
as  of  a  specified  date  have  been  sent  out.  Meetings 
were  held  each  year  but  due  to  lack  of  quorimi 
were  adjourned  sine  die. 

Yours  very  truly, 

THE  WESTERN  PACIFIC 
RAILROAD  CORPORATION. 

/s/  M.  J.  CURRY, 
President. 

[Marginal  Note] :  Notice  of  meeting  to  stock- 
holders of  record  as  of  September  11,  1946. 

The  Corporation  Trust  Company 

Wilmington  99, 

100  West  10th  Street 

Wilmington  7581 

October  1,  1946. 
Mr.  M.  J.  Curry,  President 
The  Western  Pacific  Railroad  Corporation 
10  Perth  Avenue 
ijNew  Rochelle,  New  York 

slDear  Sir: 

I '    The  annual  meeting  of  stockholders  of  your  com- 

jpany  was  hold  at  this  office  today  at  12:00  Noon. 

'jThe  meeting  was  attended  by  Mr.  Russell  M.  Van- 
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Kirk  of  Farlee  &  Co.  who  represented  in  person 
his  personal  holdings  of  4,500  shares  of  preferred 
stock,  the  holdings  of  Farlee  &  Co.  of  2,141  pre- 
ferred shares,  that  of  Joan  M.  VanKirk  the  holder 
of  1,000  preferred  shares,  and  John  H.  VanKirk 
the  holder  of  1,000  preferred  shares.  Mr.  Harold 
S.  Baird  was  also  present  in  person  representing 
1,100  shares.  This  made  the  total  representation 
in  person  9,741  shares  and  your  proxy,  which  you 
sent  us  for  10  shares,  brought  the  total  representa- 
tion in  person  and  by  proxy  to  9,751  shares. 

The  meeting  was  adjourned  sine  die  without 
taking  any  action. 

We  are  preparing  the  minutes  of  the  meeting 
which  we  will  send  you  tomorrow. 

For  your  information,  we  might  state  that  Mr. 
VanKirk  made  a  transcript  of  a  number  of  the 
stockholders  from  the  list  which  was  made  available 
at  the  meeting. 

Yours  very  truly, 

THE   CORPORATION   TRUST 
COMPANY. 

/s/  L.  H.  HERMAN, 

Assistant  Secretary. 
LHH:RCW 

[Marginal  Notes]:  Noted  MCV  10/3/46  copy 
del'd  to  Mr.  Nicodemus  10/3/46. 

[Stamped] :  Received  Oct.  3,  1946  The  Western 
Pacific  Railroad  Corporation. 


I 
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The  Corporation  Trust  Company 

October  2,  1946. 
(Copy) 

Re :  The  Western  Pacific  Railroad  Corporation 

Mr.  Russell  Van  Kirk 

c/o  Farlee  &  Co. 

37  Wall  Street 

New  York,  New  York 

Dear  Mr.  Van  Kirk: 

In  refei'ence  to  your  inquiry  at  the  annual  meet- 
ing yesterday,  the  cost  of  addressing  and  mailing 
postal  cards  to  stockholders  of  the  above  named  cor- 
poration will  amount  to  $25.00  per  thousand.  It 
is  estimated  there  are  presently  approximately  4400 
stockholders  so  that  the  cost  will  amount  to  approxi- 
mately $111.00. 

As  explained,  the  approval  of  the  corporation 
should  be  attained  before  we  can  address  and  mail 
any  communication  to  stockholders.  It  will  also  be 
necessary  to  furnish  a  sufficient  supply  of  the  postal 
cards  to  be  addressed  and  mailed. 

We  are  forwarding  a  copy  of  this  letter  to  Mr. 
'  Curry,  Pesident  of  the  corporation,  as  a  matter  of 

'  information. 

I 

Very  truly  yours, 

THE  CORPORATION  TRUST 
COMPANY. 
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/s/  H.  E.  GRANTLAND, 

Assistant   Secretary. 
HEG:EMT 

cc        Mr.  M.  J.  Curry 

[Stamped] :     Received  Oct.  4,  1946,  The  Western 
Pacific  Railroad  Corporation. 

[Endorsed] :     Filed  Feb.  18,  1949. 


DEFENDANTS'  EXHIBIT  No.  55 

March  8,  1945. 
State  of  Delaware 
Office  of  the  Attorney  General 
Dover,  Delaware 

Att.  Hon.  William  H.  Bennethum: 

Gentlemen : 

Referring  to  your  letter  dated  February  4,  1945, 
in  regard  to  franchise  taxes  for  1942  and  1943,  in 
arrears : 

As  there  has  been  no  improvement  in  the  finan- 
cial condition  of  this  corporation  from  what  it  was 
when  we  addressed  a  letter  to  your  State  Tax  De- 
partment on  March  27,  1943,  a  copy  of  which  was 
forwarded  to  you  with  our  letter  dated  March  21, 
1944,  this  is  to  respectfully  request  that  you  grant 
a  one-half  rate  for  the  years  1942  and  1943  and 
reduce  the  statutory  interest  rate  from  12%  to  4% 


Western  Pacific  R.R.  Company,  etc.        2071 

Defendants'  Exhibit  No.  55 — (Continued) 
per  annum,  as  was  agreed  to  covering  the  years 
1940  and  1941  and,  at  the  same  time,  extend  to 
July  1,  1945,  the  time  for  payment  thereof. 

Inasmuch  as  April  1st  is  the  deadline  for  the 
payment  of  the  1942  tax,  your  early  and  favorable 
consideration  of  this  request  will  be  very  much 
appreciated. 

Yours  very  truly, 

/s/  M.  J.  CURRY. 

cc  The  Corporation  Trust  Company 
100  West  Tenth  St. 
Wilmington  99,  Delaware 
Att.  Mr.  L.  H.  Herman 

Wilmington  Asst.  Secy. 

bee.  Messrs.  Pierce  &  Greer — ^Att.  Mr.  F.  C.  Nico- 
demus,  Jr. 

June  28,  1944. 
The  Corporation  Trust  Company 
100  West  Tenth  Street 
Wilmington  99,  Delaware. 

Attention  Mr.  L.  H.  Herman,  Wilmington 
Assistant  Secretary. 
Gentlemen : 

Your  letter  of  June  15,  1944: 

Herewith  this  Corporation's  check  No.  33,  pay- 
able to  the  order  of  State  of  Delaware,  State  Tax 
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Department  in  the  sum  of  $1,363.50  ($1,262.50  prin- 
cipal and  $101.00  penalty  interest — July  1,  1942  to 
July  1,  1944)  in  payment  of  delinquent  1941  fran- 
chise tax. 

It  will  be  appreciated  if  you  will  handle  this  for 
credit  and  furnish  us  with  proper  receipt. 
Yours  very  truly, 

/s/  M.  J.  CURRY, 
bee.  Mr.  F.  C.  Nicodemus,  Jr. 


March  21,  1944. 
State  of  Delaware 
Office  of  Attorney  General 
Dover,  Delaware. 

Att.  Hon.  William  H.  Bennethum,  Deputy 
Attorney  General. 
Gentlemen : 

Referring  further  to  your  letter  dated  February 
4,  1944,  and  to  our  letter  dated  February  10,  1944, 
to  the  Corporation  Trust  Co.,  Wilmington,  Del., 
with  copy  to  you,  in  regard  to  franchise  taxes  in 
arrears : 

As  the  financial  condition  of  this  Corporation  is 
practically  unchanged  from  what  it  was  when  we 
addressed  a  letter  to  your  State  Tax  Department, 
Wilming-ton,  Del.,  on  March  27,  1943,  (copy  at- 
tached) relative  to  franchise  taxes  for  the  year 
1940,  in  arrears,  and  your  Tax  Department  Board 
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granted  a  one-half  rate  for  the  years  1940  and  1941 
and  reduced  the  statutory  rate  to  4%  per  annum, 
and  also  granted  an  extension  of  time  for  payment 
of  the  1940  tax  to  July  1,  1943,  this  is  to  respect- 
fully request  a  similar  extension  to  July  1,  1944, 
for  payment  of  the  1941  tax. 
A  prompt  response  will  be  very  much  appreciated. 

Yours  very  truly, 

/s/  M.  J.  CURRY. 

cc.  Corporation  Trust  Company 
100  West  10th  Street 
Wilmington,  Delaware. 
Messrs.  Pierce  &  Greer. 

[Marginal  Note] :     Mr.  Campbell  read  this  while 
in  my  office  and  said  "Fine" — "Okay." 
/s/  MJC. 

3/22/44 


April  12,  1943. 
!  State  of  Delaware 
I  State  Tax  Department 
;  843  King  Street 
Wilmington,  Delaware. 

Att.  Mr.  P.  M.  Bourdon,  Secretary. 
Dear  Sirs: 

I  am  in  receipt  of  your  letter  of  April  9th,  in 
reply  to  mine  of  March  27,  1943,  relative  to  this 
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Corporation's  franchise  taxes  for  the  years  1940 
and  1941,  in  which  you  advise  that  your  Board  has 
granted  the  one-half  rate  for  those  years  and  re- 
duced the  statutory  interest  rate  from  12  per  cent 
to  4  per  cent  per  annum,  and  has  also  granted  an 
extension  to  July  1,  1943,  pending  disposition  of 
this  matter  in  order  to  avoid  forfeiture  of  our 
charter  on  April  1,  1943. 

This  action  on  the  part  of  your  Board  is  very 
much  appreciated  and,  as  stated  in  my  letter  to 
you  of  April  8th,  it  will  be  presented  at  the  next 
meeting  of  our  Board  of  Directors  for  consider- 
ation. 

Yours  very  truly, 

/s/  M.  J.  CURRY. 

cc.  The  Corporation  Trust  Company 
100  West  Tenth  St. 
Wilmington,  Delaware. 
Att.  Mr.  L.  H.  Herman. 

bcc.  Mr.  F.  C.  Nicodemus,  Jr. 

With  copy  of  letter  from  the  State  Tax  Board. 

M.  J.  CURRY. 
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Pierce  &  Greer 

40  Wall  Street 

New  York 

January  21,  1942. 
Mr.  M.  J.  Curry 
Secretary 

The  Western  Pacific  Railroad  Corporation 
37  Wall  Street 
New  York  City 

Dear  Sir: 

Replying  to  your  letter  of  January  2,  1942,  we 
enclose  herewith  a  memorandum  dealing  with  the 
possible  consequences  to  the  Corporation  of  de- 
linquency in  the  payment  of  Delaware  franchise 
taxes. 

We  suggest  that  this  memorandum  be  submitted 
to  the  Board  at  its  next  meeting  as  the  report  of 
counsel  on  the  matter.  Mr.  Campbell  expects  to 
attend  the  meeting  and  will  be  glad  to  make  an 
oral  report  on  the  subject  covered  by  the  memo- 
randum should  the  Board  so  desire. 

Yours  very  truly, 

PIERCE  &  GREER. 

[Stamped] :  Received  Jan.  21,  1942,  The  Western 
Pacific  Railroad  Corporation. 

i 
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The  Western  Pacific  Railroad  Corporation 

Memoradum  as  to  effect  of  non-payment  of 
Delaware  franchise  taxes 

At  a  meeting  of  the  Board  of  Directors  of  The 
Western  Pacific  Railroad  Corporation,  held  on  De- 
cember 18,  1941,  the  Chairman  reported  that  the 
Delaware  franchise  taxes  for  the  years  1939  and 
1940,  due  July  1,  1940  and  July  1,  1941,  respec- 
tively, in  the  amount  of  $2,525  each,  have  not  been 
paid  and  that  interest  is  accruing  thereon  at  the 
rate  of  1%  per  month  from  said  due  dates,  and 
further  that  under  the  Delaware  Statutes  payment 
of  the  1939  tax,  plus  accrued  interest,  must  be 
made  not  later  than  April  1,  1942,  or  the  Corpora- 
tion's charter  will  be  voided. 

Whereupon,  after  discussion,  the  Board  adopted 
the  following  reolution : 

''Resolved,  that  the  question  of  payment  of 
these  taxes  be  referred  to  Counsel,  for  inves- 
tigation, to  determine  what  effect  it  may  have 
on  the  Corporation  if  payment  is  not  made 
and  to  report  to  the  Board  the  result  of  such 
investigation  at  its  next  meeting." 

The  statute  which  voids  the  charter  of  a  Dela- 
ware corporation  for  failure  to  pay  its  franchise 
tax  for  two  years  is  Section  71  of  the  Delaware 
Franchise  Tax  Law,  reading  as  follows: 


J 
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"If  any  corporation,  accepting  the  provi- 
sions of  the  Constitution  of  the  State  of  Dela- 
ware and  coming  under  the  provisions  of  the 
General  Corporation  Law  of  this  State,  or  any 
corporation  which  has  heretofore  filed  or  may 
hereafter  file  a  certificate  of  incorporation  un- 
der the  provisions  of  the  said  law^,  shall  for  two 
consecutive  years  neglect  or  refuse  to  pay  the 
State  any  franchise  tax  or  taxes,  which  has  or 
have  been,  or  shall  be  assessed  against  it,  or 
which  it  is  required  to  pay  under  the  provi- 
sions of  this  Article,  the  charter  of  such  cor- 
poration shall  be  void,  and  all  powers  con- 
ferred by  law  upon  such  corporation  are  de- 
clared inoperative,  unless  the  State  Tax  Board 
shall  for  good  cause  shown  to  it,  give  further 
time  for  the  payment  of  such  tax  or  taxes, 
in  which  case  a  certificate  thereof  shall  be  filed 
by  the  said  Board  in  the  office  of  the  State 
Tax  De])artment  stating  the  reason  therefor." 

Then  follows  Section  72  of  the  Franchise  Tax 
Law,  which  directs  the  State  Tax  Department  to 
report  such  delinquent  corporations  to  the  Governor 
and  further  directs  the  Governor  forthwith  to 
issue  his  proclamation  declaring  that  the  charters 
of  these  corporations  are  repealed.  Said  Section 
,72  reads  as  follows: 

"On  or  before  the  First  Tuesday  of  January 
in  each  year,  the  State  Tax  Department  shall 


2078        Western  Pacific  R.R.  Corp.,  et  al.,  vs. 

Defendants'  Exhibit  No.  55 — (Continued) 
report  to  the  Governor  a  list  of  all  the  cor- 
porations, which  for  two  years  next  preceding 
such  report,  have  failed,  neglected  or  refused 
to  pay  the  franchise  taxes  assessed  against  them 
or  due  by  them,  under  the  laws  of  this  State, 
and  the  Governor  shall  forthwith  issue  his  pro- 
clamation declaring  that  the  charters  of  these 
corporations  are  repealed." 

Section  73  of  the  Franchise  Tax  Law  provides 
that  the  proclamation  of  the  Governor  be  filed 
in  the  office  of  the  Secretary  of  State,  that  it  be 
advertised  and  that  a  certified  copy  thereof  be 
transmitted  to  the  Recorder  of  each  County  in  the 
State  and  that 

a*  *  *  q^q}i  Recorder  shall,  upon  receipt 
of  such  certified  copy,  forthwith  mark  in  brief 
upon  the  margin  of  the  record  of  the  Certificate 
of  Incorporation  named  in  said  proclamation, 
which  is  of  record  in  his  office,  the  fact  that 
the  charter  of  said  corporation  is  repealed, 
and  the  date  of  said  repeal." 

Section  74  of  the  Franchise  Tax  Law  provides 
that  any  corporation,  firm,  company,  association, 
person  or  persons 

u*  *  *  ^j^Q  shall  exercise  or  attempt  to 
exercise  any  power  under  the  Certificate  of  In- 
corporation of  any  corporation,  which  shall 
have  been  proclaimed  by  the  Governor,  after 
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the  issuance  of  such  proclamation,  shall  be 
deemed  guilty  of  a  misdemeanor  and  shall  be 
punished  by  a  fine  not  exceeding  One  Thousand 
Dollars  ($1,000)  or  by  imprisonment  not  ex- 
ceeding one  (1)  year,  or  both,  in  the  discretion 
of  the  Court." 

If  the  charter  of  a  Delaware  corijoration  be  re- 
pealed pursuant  to  the  above  statutes  for  the  non- 
payment of  franchise  taxes,  does  it  follow  under 
the  Delaware  law  that  such  corporation  has  ceased 
to  exist,  that  it  is  dead  and  cannot  be  revived? 

It  has  been  held  that  where  a  charter  is  repealed 
for  non-payment  of  taxes,  there  is  a  dissolution 
by  operation  of  law.  (Berle  v.  Crutcher,  60  F.  (2d) 
440  (CCA.  8th)). 

But  in  and  by  Section  42  of  the  Stock  Corpora- 
tion Law,  the  Delaware  Legislature  has  declared 
that  corporations  after  dissolution  shall  continue 
for  purposes  of  suit.   Said  Section  reads  as  follows : 

"All  corporations,  whether  they  expire  by 
their  own  limitations,  or  are  otherwise  dis- 
solved, shall  nevertheless  be  contiimed  for  the 
term  of  three  years  from  such  expiration  or 
dissolution  bodies  corporate  for  the  purpose  of 
prosecuting  and  defending  suits  by  or  against 
them,  and  of  enabling  them  gradually  to  settle 
and  close  their  business,  to  dispose  of  and  con- 
vey their  property,  and  to  divide  their  capital 
stock  but  not   for  the  purpose  of  continuino- 
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the  business  for  which  said  corporation  shall 
have  been  established;  provided,  however,  that 
with  respect  to  any  action,  suit,  or  proceeding 
begun  or  commenced  by  or  against  the  cor- 
poration prior  to  such  expiration  or  dissolution 
and  with  respect  to  any  action,  suit  or  pro- 
ceeding begun  or  commenced  by  or  against  the 
corporation  within  three  years  after  the  date 
of  such  expiration  or  dissolution,  such  corpora- 
tion shall  only  for  the  purpose  of  such  actions, 
suits  or  proceedings  so  begun  or  commenced 
be  continued  bodies  corporate  beyond  said 
three-year  period  and  until  any  judgments, 
orders,  or  decrees  therein  shall  be  fully  exe- 
cuted." 

Moreover,  Section  74  of  the  Stock  Corporation 
Law  sets  up  the  machinery  whereby  a  corporation 
whose  charter  has  become  inoperative  by  law  for 
non-payment  of  taxes  may  procure  a  restoration  of 
its  charter,  and  provides  that  such  reinstatement 
shall  validate  all  contracts,  acts,  matters  and  things 
made,  done  and  performed  within  the  scope  of  its 
charter  by  such  corporation,  its  officers  and  agents 
during  the  time  when  such  charter  was  inoperative 
or  void  or  after  its  expiration  by  limitation,  with 
the  same  force  and  effect  and  to  all  intents  and 
purposes  as  if  said  charter  had  at  all  times  remained 
in  full  force  and  effect. 

It  is  clear  from  the  foregoing  that  to  allow  the 
1939  franchise  tax  of  The  Western  Pacific  Railroad 
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Corporation  to  remain  unpaid  after  April  1,  1942, 
will  not  result  in  the  complete  and  final  extinguish- 
ment of  said  corporation. 

The  scope  and  effect  of  the  statutory  provisions 
above  referred  to  have  been  considered  and  defined 
in  the  following  leading  cases: 

Watts  V.  Liberty  Royalties  Corporation,  106 

F.  (2d)  941 
Eastman  Gardiner  &  Co.  v.  Warren,  109  F. 

(2d)  193 

In  Watts  V.  Liberty  Royalties  Corporation,  it  was 
held  that  a  Delaware  corporation  does  not  cease 
to  exist  on  suspension  or  forfeiture  of  its  charter 
for  non-payment  of  annual  license  fees  and  that  it 
may  bring  proceedings  for  reorganization  under  the 
Federal  Bankruptcy  Act  (77B)  even  after  the  three 
years  allowed  by  the  Delaware  law  to  wind  up  its 
affairs,  in  view  of  the  Delaw^are  statutes  providing 
for  revival  or  reinstatement  of  the  charter. 

The  appellant  contended  that  the  corporation  was 
prohibited  from  maintaining  a  voluntary  action 
for  reorganization  by  the  fact  that  more  than  three 
years  prior  to  the  filing  of  its  petition  its  charter 
had  been  forfeited  for  the  non-payment  of  fees  to 
the  state  of  Delaware,  and  claimed  that  the  failure 
to  pay  such  fees  automatically  forfeited  and  can- 
celled its  charter  and  its  corporate  franchises  and 
that  the  only  power  the  corporation  possessed  there- 
after was  to  wdnd  up  its  affairs  w^ithin  the  three 
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year  period  provided  for  by  the  laws  of  Delaware. 
The   Court,   after  referring  to  the  various  ap- 
plicable Delaware  statutes    (which  have  been  re- 
ferred to  in  this  memorandum)  said: 

*' These  sections  of  the  Delaware  code,  when 
read  together,  are  entirely  inconsistent  with 
the  theory  that  a  corporation  whose  charter  has 
been  suspended  or  forfeited  for  the  failure  to 
pay  fees  is  dead  and  that  it  has  ceased  to  exist. 
The  Supreme  Court  in  the  Illinois  case  says 
that  such  a  corporation,  under  the  Illinois  law, 
is  ended  for  all  time  and  for  all  purposes.  That 
is  not  so  under  the  laws  of  Delaware.  If  it 
were,  life  could  not  be  breathed  into  the  corpse, 
it  could  not  be  revived  nor  reinstated,  nor  could 
all  things  done  by  the  corporation  during  its 
period  of  suspension  be  validated  by  its  rein- 
statement. 

Provisions  similar  to  those  in  the  Delaware 
law  are  found  in  the  laws  of  many  of  the  states 
and  have  frequently  been  interpreted  by  the 
courts.  It  has  generally  been  held  that  where 
charter  laws  provide  for  a  cancellation  and 
forfeiture  of  a  corporate  charter  and  corporate 
powers  for  failure  to  pay  fees  and  also  pro- 
vide for  a  reinstatement  of  the  powers  of  the 
corporation  and  for  restoration  of  its  charter 
upon  the  payment  of  its  fees,  the  penalty  pro- 
visions providing  for  the  forfeiture  of  its . 
charter  rights  are  largely  for  the  purpose  of 
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collecting  the  charter  fees  and  do  not  end  the 
life    of    the    corporation.     (Citing    California, 
Oregon,  Washington  and  Colorado  cases.) 

So  long  as  a  corporation  may  be  reinstated 
by  the  payment  of  delinquent  fees  and  have 
validated  all  of  its  acts  that  were  done  while  its 
powers  w^ere  suspended,  the  corporation  is  not 
dead.  Its  powers  are  only  in  suspension  and 
reinstatement  of  its  charter  restores  it  to  all 
of  its  powers  and  validates  all  of  its  acts,  in- 
cluding the  acts  done  while  its  charter  was 
suspended.  The  corporation  had  power  to  in- 
stitute this  proceeding  for  its  reorganization 
under  Section  77B." 

Eastman,  Gardiner  &  Co.  v.  Warren  was  an  action 
against  a  Delaware  corporation  for  personal  in- 
juries sustained  by  the  appellee.  The  trial  court 
upheld  a  demurrer  to  a  special  i)lea  in  abatement, 
alleging  that  the  appellant,  the  Delaware  corpora- 
tion, had  no  legal  existence  because,  since  the  insti- 
tution of  the  action  it  had  been  dissolved  under  the 
laws  of  that  State,  and  the  plea  further  set  forth 
that  prior  to  such  dissolution  the  corj^oration  had 
sold  all  of  its  assets  and  distributed  the  proceeds  to 
its  debtors,  paying  only  a  portion  of  its  indebted- 
ness ;  that  the  corporation  owned  no  property,  either 
real,  personal  or  mixed,  that  none  was  distributed 
to  its  stockholders,  and  that  therefore  the  Court 
below  was  without  jurisdiction  to  proceed  further 
in  the  cause.    In  holding  that  the  judgment  of  the 
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lower  Court  should  be  affirmed,  the  Circuit  Court 
of  Appeals  said  in  its  opinion: 

''The  argument  of  appellant  ignores  the  fact, 
of  which  we  take  judicial  notice,  that  the  stat- 
utes of  Delaware  extended  appellant's  life  as  a 
corporation  for  three  years  for  the  purpose  of 
suing  and  being  sued.  See  section  2074  of  the 
Revised  Code  of  Delaware  for  1935.  As  an 
additional  safeguard,  section  2078  of  said  code 
expressly  provides  that  dissolution  shall  be  no 
cause  for  abatement  of  any  action  pending  on 
the  date  of  the  dissolution  of  any  corporation. 
Harned  v.  Beacon  Hill  Real  Estate  Co.,  9  Del. 
Ch.  411,  84  A.  229.  Section  2075  permits  the 
appointment  of  receivers,  but  their  appointment 
is  not  mandatory.  Statutes  prolonging  the 
existence  of  a  dissolved  corporation  are  reme- 
dial and  should  be  given  a  liberal  construction. 
Helvering  v.  South  Penn.  Oil  Co.,  62  App.  D.  C. 
373,  68  F.  2d  420. 

It  is  contended  that  the  above  statutes  do 
not  apply  where  the  corporation,  before  disso- 
lution, disposed  of  all  of  its  assets  to  its  credi- 
tors. No  decision  of  the  State  of  Delaware  is 
cited  to  show  that  the  courts  of  that  state  have 
so  construed  its  statutes,  and  our  reading  there- 
of does  not  lead  us  to  such  conclusion.  We 
think  the  allegations  of  the  plea  did  not  prevent 
appellee  from  prosecuting  his  suit,  and  the 
judgment  of  the  district  court  should  be 
affirmed. ' ' 
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April  18,  1945. 
Messrs.  Pierce  &  Greer 
40  Wall  Street 
New  York  5,  N.  Y. 

Attention  Mr.  F.  C.  Nicodemus,  Jr. 

Dear  Mr.  Nicodemus: 

Enclosed,  for  your  information,  is  copy  of  letter 
dated  April  16,  1945,  from  the  State  Tax  Board 
of  Delaware,  in  regard  to  adjustment  of  franchise 
taxes  in  arrears. 

Yours  very  truly, 

/s/  M.  J.  CURRY. 

bcc.  Messrs.  Whitman,  Ransom,  Coulson  &  Goetz. 


April  18,  1945. 
State  of  Delaware 
State  Tax  Department 
843  King  Street 
Wilmington  99,  Delaware. 

Attention  Mr.  P.  M.  Bourdon,  Secretary. 

Dear  Sirs: 

This  will  acknowledge,  with  thanks,  receipt  of 
your  letter  dated  April  16,  1945,  in  regard  to  ad- 
justment in  this  Corporation's  account  in  connec- 
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tion  with  franchise  taxes  for  the  years  1942  and 
1943. 

Yours  very  truly, 

/s/  M.  J.  CURRY. 

cc.  Secretary  of  State 

State  Tax  Department 
Dover,  Delaware 
Corporation  Trust  Company 
100  West  Tenth  St. 
Wilmington  99,  Delaware. 

Att.  Mr.  L.  H.  Herman,  Wilmington  Asst.  Secy. 
Mr.  F.  C.  Nicodemus,  Jr. 

bcc.  Messrs.  Whitman,  Ransom,  Coulson  &  Goetz. 

March  23,  1945. 
Mr.  James  K.  Polk 
Whitman,  Ransom,  Coulson  &  Goetz 
40  Wall  Street 
New  York  5,  N.  Y. 

Dear  Mr.  Polk : 

You  have  copy  of  our  letter  dated  February  21, 
1945,  addressed  to  Messrs.  Pierce  &  Greer,  Counsel 
for  this  Corporation,  in  regard  to  Delaware  fran- 
chise taxes  for  the  years  1942  and  1943,  in  arrears. 

I  now  enclose  copy  of  our  letter  dated  March  8th, 
to  office  of  Attorney  General,  State  of  Delaware, 
and  copy  of  reply,  dated  March  22nd,  from  the 
Secretary  of  the  State  Tax  Board,  together  with 
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two  copies  of  form  1105,  to  be  filled  in,  signed, 
sworn  to  and  returned  not  later  than  March  29th. 
Will  you  please  supply  the  pertinent  facts  re- 
quired and  return  to  me  for  execution  and  acknowl- 
edgment and  forwarding,  and  oblige. 

Yours  very  truly, 

/s/  M.  J.  CURRY. 

cc.  Mr.  F.  C.  Nicodemus,  Jr. 

"Petition  for  commutation  of  Franchise  Taxes." 

[Endorsed] :     Filed  Feb.  18,  1949. 


DEFENDANTS'  EXHIBIT  No.  56 

The  Western  Pacific  Railroad  Company 

Mills  Building,  220  Montgomery  Street 

San  Francisco,  California 

File  A-29-1 
February  8,  1941 
Mr.  M.  J.  Curry;  Vice  President, 
The  Western  Pacific  Railroad  Company, 
37  Wall  Street, 
New  York  City,  N.  Y. 

Dear  Sir: 

Are  you  now  in  a  position  to  reply  to  my  letter  of 
December  18, 1940,  quoted  as  follows : 

"While  the  Excess  Profits  Tax  on  declared  value 
basis  provides  for  individual  returns  for  corpora- 
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tions,  it  is  noted  tliat  the  Excess  Profits,  Second 
Revenue  Act  of  1940  which  is  in  addition  to  the  for- 
mer tax,  provides  under  Section  730,  for  consoli- 
dated returns  which  may  include  all  affiliated  com- 
panies without  restriction  to  railroad  companies 
as  is  the  case  with  income  tax  returns. 

Will  you  please  advise  if  it  is  the  intention  of  the 
corporation  to  file  a  consolidated  return  for  1940 
under  this  Excess  Profits  Tax,  Second  Revenue  Act 
of  1940?" 

Yours  truly, 

/s/  D.  C.  DeGRAFF. 

[Stamped] :  Received  Feb.  13,  1941.  The  West- 
ern Pacific  Railroad  Corporation. 


February  10,  1941 
Air  Mail. 

Mr.  D.  C.  DeGraff,  General  Auditor, 
The  Western  Pacific  Railroad  Company, 
Mills  Building, 
San  Francisco,  California. 

Dear  Mr.  DeGraff: 

Referring  to  your  letter  of  December  18,  1940, 
regarding  the  intention  of  this  corporation  to  file  a 
consolidated  return  for  1940  under  the  Excess  Profit 
Tax  Second  Revenue  Act  of  1940.  I 

I  have  given  this  matter  careful  thought  and  de- 

•I 
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liberation  and  feel  that  in  accordance  with  the  pro- 
visions of  Section  730a  the  most  equitable  arrange- 
ment would  be  for  us  to  dispense  with  the  filing  of 
a  consolidated  return  in  this  particular  instance. 

Will  you  please  forward  copies  of  your  completed 
returns  as  filed  with  the  Internal  Revenue  Depart- 
ment. 

Very  truly  yours, 

s/  M.  J.  CUERY. 

[Marginal  Note]  :     Disregard,  will  file  Form  1121. 

[Western  Union  Telegram  Form] 

1941  Mar  PM  6  42 
FU2  CAK— San  Francisco,  Calif.  6  1026A 
M  J  Curry,  Vice  President : 

The  Western  Pacific  Railroad  Co  37  Wall   St 
NYK: 

Do  You  Wish  Me  to  Prepare  Tentative  Declared 
Value  Excess  Profits  Tax  Returns  for  Each  of 
the  Four  Railroad  Companies  Included  in  Consoli- 
dated Income  Tax  Return  or  Will  the  Final  Re- 
turns I  Presume  You  Will  Have  Prepared  in  New 
York  Same  as  Last  Year  File  All  Requirements  in 
this  Respect.  Presume  Also  You  Have  Secured  Ex- 
tension of  Time  for  Filing  These  Returns  and  Con- 
solidated Income  Tax  Return. 

D.  C.  DeGRAFF. 
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Western  Union  Telegram  Form 
Day  Letter 

New  York,  March  7, 1941 
D.  C.  DeGrafe 

Western  Pacific  Railroad  Company 
Mills  Building 
San  Francisco,  Calif. 

Telegram  6th  relative  tax  returns.  Find  in  look- 
into  matter,  our  accountant,,  who  resigned  in  Febru- 
ary, misunderstood  just  what  is  required.  Holding 
company  will  file  consolidated  return  as  in  previ- 
ous years.  Extension  date  for  filing  has  been  granted 
to  June  sixteenth.  You  may  therefore  disregard  our 
letter  February  tenth  and  telegram  March  third 
prepare  and  forward  air  mail  two  copies  tentative 
declared  value  excess  profits  tax  returns  for  each  of 
four  railroad  companies  which  we  will  attach  to  the 
Corporation's  tentative  consolidated  return  which 
will  be  filed  on  or  before  March  fifteenth.  Also  please 
forward  Forms  eleven  twenty-two  as  you  have  done 
in  past. 

M.  J.  CUREY. 
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Western  Union  Telegram  Form 

New  York,  March  1,  1945 
D.  C.  DeGraff 

Western  Pacific  Railroad  Company 
526  Mission  Street 
San  Francisco,  Calif. 

Extensions  to  June  15th  have  been  received  for 
filing  following  consolidated  income  and  excess 
profits  tax  returns:  For  the  Corporation  for  entire 
year  and  its  subsidiaries  for  period  January  1  to 
May  1,  1944 ;  Western  Pacific  Company  and  its  sub- 
sidiaries covering  period  May  1st  to  end  of  year; 
Western  Realty  and  its  subsidiary  covering  period 
May  1  to  end  of  year.  Mr.  Polk  suggests  you  follow 
procedure  outlined  herein: 

By  March  15th  we  will  file  here  tentative  con- 
solidated returns  for  Corporation  for  entire  year 
including  its  subsidiaries  to  May  1st  and  you  will 
file  in  San  Francisco  tentative  consolidated  return 
of  Company  and-  its  subsidiaries  from  May  1st  to 
end  of  year  and  consolidated  return  of  Western 
Realty  and  its  subsidiary  from  May  1st  to  end  of 
year.  As  you  know,  one-fourth  estimated  tax  Ha-, 
bility  must  be  paid  at  that  time.  These  tentative  re- 
turns are  not  binding  so  if  after  further  calculation 
it  is  found  more  advantageous  to  file  separate  re- 
turns we  will  do  so  before  Juno  15th. 

Have  duplicate  originals  Forms  1122  and  1122E, 
marked  "tentative,"  for  each  subsidiary  of  Corpora- 
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tion  covering  period  to  May  1st  executed  by  proper 
officers;  file  one  copy  with  Collector  in  San  Fran- 
cisco sending  other  copy  here  for  filing.  Have  these 
forms  also  executed  for  each  subsidiary  of  Western 
Pacific  Com]3any  and  Western  Realty  for  period 
May  1st  to  end  of  year  and  file  in  San  Francisco. 
Attach  to  all  these  forms  photostatic  copy  of  appli- 
cation for  extension  and  letter  granting  such  ex- 
tension, which  are  being  airmailed  you  today.  Also 
attach  completed  schedules  as  required  in  letter 
granting  extensions. 

Prepare  tentative  declared- value  returns  for  Com- 
pan,y  and  each  subsidiary  and  for  Western  Realty 
and  Delta  for  entire  year  and  have  duplicate  origi- 
nals executed  by  proper  officers  mailing  one  executed 
form  of  each  here  and  filing  other  in  San  Francisco 
before  March  15th  attaching  photostatic  copies  of 
application  and  letter  granting  extensions. 

Would  like  receive  copies  of  all  forms  mentioned 
above  for  our  files.  Please  acknowledge  receipt  and 
understanding  this  wire  and  confirm  filing  by  wire. 

M.  J.  CURRY 

cc.  Confirming  (ail  mail)  with  photostatic  copies  of 
extension  and  letter  granting  extension 
Mr.  James  K.  Polk 

[Endorsed] :     Filed  Feb.  18,  1949. 
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Via  Air  Mail — 

July  14,  1942. 

Mr.  D.  C.  DeGraff,  General  Auditor, 
The  Western  Pacific  Railroad  Company, 
526  Mission  Street, 
San  Francisco,  Calif. 

DearMr.  DeGraff: 

We  are  looking  into  the  questions  you  raised  in 
your  letter  of  July  7th,  File  A-29-1,  in  connection 
with  1942  income  tax  accruals,  but  before  answering 
we  would  appreciate  reply  from  you  on  the  fol- 
lowing : 

With  reference  to  the  losses  sustained  account 
abandonment  of  the  Deep  Creek  Railroad  Company, 
it  has  occurred  to  us  that  this  loss  might  be  con- 
sidered by  the  Internal  Revenue  Bureau  as  a  1939 
loss  in  view  of  the  fact  that  the  Interstate  Com- 
merce Commission  issued  its  certificate  permitting 
this  abandonment  July  1,  1939;  operation  of  the  line 
was  abandoned  as  to  interstate  and  intrastate  traffic 
in  August,  1939 ;  highest  bid  for  scrap  was  accepted 
in  August,  1939;  and  copy  of  letter  we  have  on  our 
files,  dated  November  7,  1939,  to  Mr.  Matthew  from 
Mrs.  Tyler,  which  reads  as  follows: 

"Its  investment  in  road  and  equipment  of  $504,- 
029.92  which  realized  only  $25,698.50  will  be  written 
off  to  iDrofit  and  loss  in  1939.     The  compan}^  will 
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then  have  no  assets  except  the  cash  on  hand  and  will 
not  be  engaged  in  any  business. ' ' 


''Mr.  DeGraff  and  I  have  conferred  on  any  pos- 
sible undesirable  result  of  'forgiving'  any  unpaid 
balance  of  debt  of  our  Reorganization  Trustees 
against  the  Deep  Creek.  There  could  be  no  ad- 
verse tax  effect  if  done  in  1939  as  in  this  year  there 
has  been  a  total  writing  off  of  the  investment  in 
road  and  equipment  exceeding  $500,000  except  for 
the  approximate  sum  of  $25,000  received.  This 
would  greatly  exceed  any  gift  to  capital  that  could 
be  made  by  forgiving  outstanding  indebtedness." 

"I  have  written  thus  fully  concerning  the  status 
of  Deep  Creek  Railroad  Company  because  Mr.  Elsey 
is  desirous  of  winding  up  its  affairs  as  soon  as  prac- 
tical. As  stated  above  the  salvage  job  by  the  pur- 
chaser of  the  railroad  as  scrap  will  be  completed 
shortly  and  the  Auditor  is  winding  up  the  small 
outstanding  interline  accounts.  *  *  *" 

As  we  cannot  find  in  our  records  any  information 
as  to  why  this  investment,  for  income  tax  purposes, 
was  charged  off  in  1940  instead  of  1939,  as  we 
feel  it  should  have  been  in  view  of  the  facts  recited 
above,  please  advise. 

Yours  very  truly, 

/s/  M.  J.  CURRY, 
Treasurer. 
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August  25,  1942. 
Via  air  mail — 

Mr.  D.  C.  DeGraff,  General  Auditor, 
The  Western  Pacific  Railroad  Company, 
526  Mission  Street, 
San  Francisco,  Calif. 

Dear  Mr.  DeGraff: 

With  further  reference  to  1942  income  tax  ac- 
cruals : 

At  the  time  our  1940  and  1941  tax  returns  were 
prepared,  question  arose  as  to  which  of  the  two 
years  (1939  or  1940)  the  Deep  Creek  loss  could  be 
utilized.  It  was  decided  this  was  immaterial  for  the 
same  reasons  as  stated  in  your  letter,  namely,  that 
the  income  deficits  for  1939  and  1940  were  so  large 
it  really  made  no  difference  in  the  return  for  either 
year  and  the  1941  carryover  would  remain  the 
same.  However,  w^e  made  a  memorandum  of  this 
with  the  idea  of  going  into  the  matter  more 
thoroughly  before  it  became  necessary  to  make  up 
our  1942  returns.  Now  that  the  question  has  come 
up  it  will  enable  us  before  filing  the  1942  returns  to 
reach  a  definite  decision  in  the  matter. 

As  stated  in  my  telegram  of  the  14th,  we  are  still 
undecided  on  the  Deep  Creek  loss.  From  the  infor- 
mation contained  in  our  records  it  appears  this  loss 
should  be  charged  off  in  1939,  as  it  is  our  under- 
standing the  Revenue  Bureau  has  ruled  such  losses 
should  be  written  off  the  year  the  securities  have 
been  ascertained  as  worthless.     However,   due  to 
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the  large  amount  involved,  we  would  not  want  to 
take  it  out  of  1940  unless  we  are  certain  that  there 
is  no  possible  reason  for  keeping  it  in  that  year. 
Therefore,  we  should  like  some  more  information 
from  you  to  support  this,  such  as,  when  did  title  for 
the  scrap  pass  to  purchaser?  When  was  scrap  en- 
tirely removed?  When  w^as  payment  for  the  scrap 
received?  In  other  words,  any  additional  reason 
you  can  supply  as  to  why  this  loss  should  be  written 
off  in  1940,  other  than  ICC  instructions  that  adjust- 
ing entries  be  made  in  that  j^ear,  which  we  under- 
stand is  not  sufficient  evidence  to  satisfy  the  In- 
ternal Revenue  Bureau. 

After  we  have  determined  for  income  tax  pur- 
poses the  proper  year  in  w^hich  this  loss  was  sus- 
tained, there  are  other  factors  which  must  be  con- 
sidered, as  you  know,  and  which  may  effect  the 
Revenue  Bureau's  decision  as  to  its  being  allowed. 
I  mention  this  for  the  reason  you  can  no  doubt  give 
us  additional  information  which  will  be  helpful  in 
determining  the  question. 

First,  it  may  be  considered  by  the  Bureau  as  an 
inter-company  transaction  on  a  consolidated  return, 
which,  in  some  cases  has  been  disallowed. 

Secondly,  if  we  feel  it  will  be  allowed,  the  loss 
must  be  adjusted,  as  the  Bureau  has  ruled  that  losses 
on  advances  to  affiliated  corporations  are  allowable 
only  to  the  extent  of  the  excess  of  the  amomit  of  the 
advances  due  over  the  amounts  of  the  operating 
losses  of  the  affiliate,  which  in  prior  years  offset 
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taxable  income  on  consolidated  returns.     In  other 
words,  it  should  not  be  deducted  twice. 

Again,  it  might  be  considered  in  part  as  a  contri- 
bution to  capital. 

So,  as  stated  above,  before  arriving  at  a  decision 
it  would  be  appreciated  if  you  can  give  us  this  addi- 
tional information. 

With  reference  to  the  questions  raised  in  your 
letter  of  July  7th  as  to  why  items  of  1941  income 
should  affect  carryover  of  previous  years:  Item  26 
of  the  "Instructions  for  Form  1120"  for  1941,  Step 
III — * '  Conversion  of  Net  Operating  Loss  Carryover 
into  Net  Operating  Loss  Deduction"  fully  answer 
this  question.  However,  this  will  have  no  effect  on 
the  1942  Carryover. 

The  $100  dividends  mentioned  in  next  to  last  para- 
graph of  your  letter  should  be  adjusted  as  stated. 

While  on  the  subject  of  adjustments,  if  and  when 
Internal  Revenue  Examiner  inspects  the  Western 
Realty  income  tax  return  for  1941,  we  suggest  his 
attention  be  called  to  the  fact  that  net  operating  loss 
deduction  was  omitted  from  the  1941  return  and  a 
refund  is  therefore  due. 

Further,  in  connection  with  setting  up  of  1942 
income  tax  accruals,  we  estimate  the  Western  Pa- 
cific Railroad  Corporation's  income  deficit  for  the 
year  1942  wiU  be  somewhere  between  $480,000  and 
$485,000. 

Yours  very  truly, 

/s/  M.  J.  CURRY. 

[Endorsed] :     Filed  Feb.  18,  1949. 
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September  17,  1945 
Wood,  Walker  &  Co., 
63  Wall  Street, 
New  York  5,  N.  Y. 

Attn.  Miss  M.  Abels, 
Statistical  Department 

Gentlemen : 

Your  letter  of  September  13th,  addressed  to  Mr. 
E.  C.  Bates,  Treasurer  of  this  Company,  has  been 
referred  to  this  office  for  reply. 

I  notice  that  your  communication  was  sent  to  Mr. 
Bates  as  Treasurer  of  The  Western  Pacific  Railroad 
Corporation  and  I  am  therefore  a  bit  uncertain  as  to 
just  what  you  may  be  trying  to  determine. 

With  respect  to  the  stock  of  The  Western  Pacific 
Railroad  Company,  I  think  that  perhaps  the  best 
explanation  is  that  contained  in  our  1944  annual 
report  under  the  heading  of  "Taxes"  which  is 
quoted  below: 

"When  reference  is  made  to  the  Company's 
income  for  1944  and  1943,  consideration  must 
be  given  to  the  fact  that  no  Federal  income  and 
excess  profits  tax  charges  were  included  for  the 
first  four  months  of  1944  nor  for  the  year  1943. 

"Prior  to  the  period  of  reorganization,  which 
began  August  2,  1935,  and  through  1943,  the 
Company's  tax  returns  had  been  made  by  the 
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then  parent,  The  Western  Pacific  Railroad  Cor- 
poration, a  holding  corporation  which  owned  all 
of  the  Company's  preferred  and  common  stock, 
except  directors'  qualifying  shares.  The  hold- 
ing corporation  filed  a  consolidated  return  for 
itself  and  its  various  subsidiaries,  of  which  The 
Western  Pacific  Railroad  Company  was  one. 

"The  plan  of  reorganization  for  The  Western 
Pacific  Railroad  Company  was  confirmed  on 
October  11,  1943,  and  found  the  preferred  and 
common  stock  (owned  by  the  holding  corpora- 
tion) to  be  "without  equity  or  value."  As  a 
result  of  this  loss,  the  consolidated  return  indi- 
cated no  liability  for  1943  Federal  income  or 
excess  profits  taxes.  To  provide  against  the  con- 
tingency that  liability  of  the  Railroad  Company 
for  some  taxes  in  respect  of  1943  might  be  sub- 
sequently asserted  by  the  Commissioner  of  In- 
ternal Revenue,  the  Reorganization  Trustees 
obtained  authority  of  the  Court  to  set  aside  a 
reserve  fund  of  $7,100,000  invested  in  Govern- 
ment securities. 

"As  a  part  of  the  proceedings  for  effectuating 
the  plan  of  reorganization,  the  Company's  pre- 
ferred and  common  stocks  owned  by  the  hold- 
ing corporation  were  transferred  to  the  Reor- 
ganization Committee  on  May  1st,  1944.  A  con- 
solidated tax  return  covering  the  first  four 
months  was  filed  by  the  holding  corporation 
which  reflected  no  liability  for  1944  Federal  in- 
come and  excess  profits  taxes  for  that  period. 
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''To  provide  against  the  contingency  that 
liability  of  the  Railroad  Company  for  some 
taxes  for  the  first  four  months  of  1944  might 
be  subsequently  asserted  by  the  Commissioner 
of  Internal  Revenue,  your  Directors  on  March 
26th,  1945,  established  an  additional  reserve 
fund  in  the  amount  of  $3,000,000  to  be  combined 
with  the  previously  established  reserve  fund  of 
$7,100,000.  The  additional  reserve  fund  has 
also  been  invested  in  Government  securities. 
This  entire  reserve  will  be  held  intact  to  pro- 
tect the  cash  position  of  the  Company  in  the 
event  it  should  be  later  necessary  to  make  any 
payment  of  taxes  or  interest  resulting  from  an 
administrative  or  judicial  ruling  adverse  to  the 
Company's  contention  that  it  was  not  liable  for 
any  Federal  income  or  excess  profits  taxes  for 
the  calendar  year  1943  and  the  first  four  months 

of  1944."  M 

T 
You  will  note  in  the  fourth  paragraph  of  the  | 

above  quotation  that  the  corporation's  holdings  of 
the  Company's  stock  were  transferred  to  the  Reor- 
ganization Committee  on  May  1,  1944,  as  part  of  the 
proceedings  for  effectuating  the  plan.  If  you  are 
attempting  to  ascertain  the  value  of  the  stock  of 
the  Corporation,  I  would  suggest  that  you  communi- 
cate directly  with  Mr.  M.  J.  Curry,  Room  5205,  40 
Wall  Street,  New  York  5,  N.  Y.,  who  is  the  Presi- 
dent of  The  Western  Pacific  Railroad  Corporation. 
As  a  matter  of  information,  prior  to  its  transfer 
to  the  Company's  reorganization  committee,  all  of 
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the  stock  of  the  Company  was  held  by  The  Western 
Pacific  Railroad  Corporation  and  it  was  not  dealt 
in  on  the  various  security  exchanges.  That  situation, 
of  course,  no  longer  obtains  since  the  Company's 
reorganization  effected  as  of  December  29,  1944. 

Very  truly  yours, 

/s/  CHARLES  ELSEY. 

bcc — Mr.  M.  J.  Curry. 
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DEFENDANTS'  EXHIBIT  No.  59 
(Identification  only) 

Schedule  of  All  Purchases  and  Sales  of  Western  Pacific 
Railroad  Corporation  Preferred  Stock 

Purchases 


Date 


Broker  for  Vendor 


Price 
No.  of      Per 

Shares    Share 


% 
% 
% 
% 
V2 


V2 
.65 

% 

1/2 


1/2 
1/2 
% 
% 
1/4 
V2 


Total 
Cost 


1944 

2/23     Troster,  Currie  &  Summers 500 

2/23     E.  F.  Hutton  &  Co 1000 

2/28     L.  D.  Sherman  &  Co 200 

2/29     Troster,  Currie  &  Summers 200 

3/1  Eisele  &  King,  Libaire,  Stout  &  Co.     200 

3/2       Hill,  Thompson  &  Co 35 

3/3       Moore,  Leonard  &  Lynch 100 

3/18     Hill,  Thompson  &  Co 500 

3/18     M.  S.  Wien  &  Co 200 

3/20     Newburger  &  Hano 600 

6/26     Merrill,  Lynch,  P.  F.  &  B 100 

8/21     Frank  C.  Moore  Co 250 

9/5       L.  D.  Sherman  &  Co 800 

10/9       Williams  &  Imbrie 2000 

10/9       Friedman  &  Co 200 

12/27     M.  S.  Wien  &  Co. 100 

12/28     Franklin  &  Co 3538 

1946 

1/11     M.  S.  Wien  &  Co 600        ^ 

1/16     M.  S.  Wien  &  Co 500        ^ 

9/20    L.  D.  Sherman  &  Co 1000      2^ 

9/30    G.  A.  Saxton  &  Co 200      3 

9/30    M.  S.  Wien  «Ss  Co 200      3 

Totals 13023 


$  218.75 
391.35 
100.00 
100.00 
102.50 

17.50 

50.00 
325.00 
135.00 
375.00 

37.50 

140.62 

450.00 

1,375.00 

125.00 

31.25 
1,990.13 

337.50 
281.25 
2,510.00 
600.00 
600.00 

$10,293.35 


Mr.  Van  Kirk  made  no  sales  of  said  stock 
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Defendants'  Exhibit  No.  59 — (Continued) 

Western  Pacific  Railroad  Corp.  Preferred  Stock  Given  by  Russell  M. 

Van  Kirk  to  Mrs.  Russell  M.  Van  Kirk  and  Owned  and  Held  by  Her 
No.  of  Shares     Ctf .  No. Name Date  of  Ctf. 

William  A.  Plecity Apr.     6 

De  Copper  &  Doremus July  22 

De  Coppet  &  Doremus Oct.      7 

Norman  Williams July  15 

De  Coppet  &  Doremus ...Dec.     3 

De  Coppet  &  Doremus Apr.  13 

De  Coppet  &  Doremus Apr.     8 

Morgan  Davis  &  Co Mar.  22 

John  S.  Calvert Mar.  24 

John  S.  Calvert Mar.  24 

John  S.  Calvert Mar.  24 

Bertram  E.  Alanson May  27 

Bertram  E.  Alanson May  11 

Bertram  E.  Alanson May  11 

Bertram  E.  Alanson May  11 

Bertram  E.  Alanson May  11 

Bertram  E.  Alanson May  11 

Bertram  E.  Alanson May  11 

Bertram  E.  Alanson May  11 

Bertram  E.  Alanson May  11 

Ross  B.  Cameron Mar.  24 

Harrison  Smith Oct.    28 

Harrison  Smith July  15 

Silas  Auerbach  Oct.    26 

Samuel  H.  Popkin Aug.  28 

Samuel  H.  Popkin June    8 

Samuel  H.  Popkin June    8 

Samuel  H.  Popkin May  23 

Samuel  H.  Popkin May  26 

Harry  Stowsky May  12 

Miss  Priscilla  F.  Alden Aug.  15 

Peter  A.  Nygren May     8 

Rachel  Booth  Powers Mar.  13 

Halle  &  Stieglitz Jan.     4 

Gus  Carras Mar.  29 

Gus  Carras Mar.  29 

Gus  Carras Mar.  29 

Louis  Elkies Feb.  10 

Louis  Elkies Feb.  10 

Louis  Elkies Feb.  10 

Louis  Elkies Feb.  10 

Louis  Elkies Feb.  10 

0.  Stuart  White,  Jr Sept.  24 

Farlee  &  Co July  29 

Farlee  &  Co June  26 

Farlee  &  Co Sept.  12 

Farlee  &  Co Mar.  22 
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INTERVENERS   EXHIBIT   No.   3 
Mr.  Polk: 

Herewith  extract  from  AAR  weekly  information 
letter,  as  per  'phone  conversation  of  date. 

M.  J.  CURRY 

3/16/43. 

Extract  from  Weekly  Information  Letter  No.  504, 
dated  March  13,  1943,  from  Association  of 
American  Railroads,  Washington,  D.  C. 

Internal  Revenue  Depreciation  Account  Ruling- 
Internal  Revenue  Commissioner  Helvering  this 
week  refused  the  request  of  this  Association  that 
railroads  desiring  to  change  from  retirement  to  de- 
preciation accounting  be  permitted  to  place  in  the 
agreement  an  additional  clause  which  would  pro- 
vide "that  the  reserve  for  accrued  depreciation  to 
the  date  of  the  change  in  the  accounting  method 
shall  not  be  used  in  computing  invested  capital  for 
excess  profits  tax  purposes." 

"Only  true  earned  surplus  or  undivided  profits," 
Mr.  Helvering  said,  in  a  letter  received  by  Mr. 
Fletcher,  Vice  President  of  this  Association,  "can 
be  included  in  invested  capital,  and  if,  for  any 
reason,  the  books  of  a  railroad  do  not  properly  re- 
flect the  true  surplus,  such  adjustments  must  be 
made  as  are  necessary  in  order  to  arrive  at  the  cor- 
rect amount  of  surplus.  If,  for  example,  the  de- 
preciation actually  sustained  with  respect  to  the 
existing  property  is  not  reflected  on  the  books  of  a 
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corporation,  earned  surplus  must  be  reduced  to  that 
extent. 

'*In  the  opinion  of  this  office  it  is  necessary  to 
reduce  the  surplus  of  a  corporation  changing  from 
the  retirement  method  to  the  depreciation  method 
of  accounting  to  the  extent  of  the  amounts  indicated 
by  the  reserve  for  depreciation  required  by  the  con- 
ditions imposed  by  the  Commissioner  before  permis- 
sion to  change  can  be  granted.  Therefore,  the 
Bureau  cannot  consent  to  the  inclusion  of  the  sug- 
gested clause  in  the  agreement." 

[Endorsed] :     Filed  Feb.  3, 1949. 


INTERVENER'S  EXHIBIT  No.  4 

The  Western  Pacific  Railroad  Company 

Western  Pacific  Building,  526  Mission  Street 

San  Francisco,  California 

March  17, 1943. 
220.4 

Mr.  Robert  E.  Coulson, 
Whitman,  Ransom,  Coulson  &  Goetz, 
40  Wall  Street, 
New  York. 

Dear  Mr.  Coulson : 

This  will  reply  to  your  letter  of  March  1st  relat- 
ing to  depreciation  on  Way  and  Structures  and  its 
relation  to  Income  Tax. 
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Intervener's  Exhibit  No.  4 — (Continued) 

Enclosed  you  will  find  a  memorandum  dated 
March  13th,  with  copies  of  attachments  referred  to 
therein,  relating  to  negotiations  between  the  A.A.R. 
and  the  Internal  Revenue  Bureau.  Since  Mr.  De- 
Graff's  memorandum  was  written,  A.A.R.  Account- 
ing Circular  No.  51,  dated  March  9th,  has  been  re- 
ceived and,  with  its  enclosures,  bears  on  the  attitude 
of  the  Internal  Revenue  Department  concerning  de- 
preciation accomiting. 

It  is  of  interest  to  point  out  that  determination 
of  loss  at  the  time  of  retirement  is  a  matter  of  fact, 
whereas  the  amount  of  depreciation  accrued  must 
always  be  a  theoretical  premise. 

We  will  continue  tq  use  the  retirement  basis  for 
establishing  tax  losses  rather  than  to  select  one  of 
the  other  alternatives  offered  by  the  Tax  Commis- 
sioner. When  the  reorganized  company  takes  over, 
the  method  to  be  followed  in  subsequent  years  can 
be  decided  upon.  Any  taxes  now  paid  will  probably 
be  subject  to  re-examination  with  respect  to  those 
due  from  the  new  company,  and  when  this  whole 
subject  is  under  discussion  the  most  advantageous 
method  can  be  selected. 

The  "brief"  referred  to  in  the  attached  papers,, 
and  particularly  Commissioner  Helvering's  letter  of 
October  24th,  is  one  prepared  by  the  A.A.R.  dated 
April  20th,  1942,  entitled 

"A   Discussion  of   Conditions  under  which 
Railroads  May  Change  from  Retirement  to  De- 
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Intervener's  Exhibit  No.  4 — (Continued) 
preciation  Accounting  with  Respect  to  Road 
Property. 

Brief  for  Consideration  of  the  Bureau  of  In- 
ternal Revenue." 

We  have  but  one  copy  here,  but  you  can  no  doubt 
otbain  one  from  Mr.  Schumacher,  or  upon  applica- 
tion to  the  Association. 

Yours  very  truly, 

/s/  CHARLES  ELSEY. 

enclosure 

cc  Mr.  T.  M.  Schumacher  .  .  .  with  encloures. — C.  E. 

Mr.  Robert  E.  Coulson : 

The  attached  Circular  No.  51  and  its  enclosures 
were  received  after  Mr.  DeGraff  wrote  his  memo- 
randum on  March  13th. 
C.  E. 
San  Francisco, 
March  17, 1943. 
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(Copy) 

Association  of  American  Eailroads 

Transportation  Building 

Washington,  D.  C. 

Circular  No.  51 

March  9,  1943 

File  223-2 
E.  H.  Bunnell, 

Vice  President. 

To  Chief  Accounting  Officers : 

Herewith  is  copy  of  three  letters,  dated  October 
24,  1942,  December  9,  1942,  and  March  6,  1943,  ad- 
dressed to  this  Association  by  Mr.  Guy  T.  Helver- 
ing,  Commissioner  of  Internal  Revenue,  in  the  mat- 
ter of  conditions  under  which  railroads  may  change 
from  retirement  to  depreciation  accounting. 

These  letters  reflect  the  result  of  negotiations 
which  the  special  tax  committee  conducted  with  the 
Bureau  of  Internal  Revenue  and  are  self-explana- 
tory. 

Out  of  an  abundance  of  caution,  attention  is  di- 
rected to  the  fact  that  a  taxpayer  desiring  to  change 
his  method  of  accounting  must  make  application  to 
the  Commissioner  for  permission  so  to  do  within  90 
days  after  the  beginning  of  the  taxable  year  in 
which  the  change  is  to  be  made.  For  the  year  1943, 
the  90-day  period  will  expire  March  31st. 
Yours  very  truly, 

/s/  E.  H.  BUNNELL. 

43480 
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(Copy) 

Treasury  Department 
Washington 

March  6, 1943. 

Office  of 

Commissioner  of  Internal  Revenue 

Address  reply  to 

Commissioner   of  Internal  Revenue  and  refer  to 
GC:I:GIEL  A-370657 

Association  of  American  Railroads, 
Transportation  Building, 
Washington,  D.  C. 

Attention :     Mr.  R.  V.  Fletcher 
Sirs : 

Reference  is  made  to  your  letter  of  January  15, 
1943,  relating  to  the  terms  and  conditions  of  the  ir- 
revocable agreement  required  by  the  Bureau  upon 
granting  permission  to  a  railroad  to  change  from 
retirement  to  depreciation  accounting. 

You  suggest  that  an  additional  clause  should  be 
incorporated  in  the  agreement  reading  ''that  the  re- 
serve for  accrued  depreciation  to  the  date  of  the 
change  in  the  accounting  method  shall  not  be  used 
in  computing  invested  capital  for  excess  profits  tax 

purposes." 

Only  true  earned  surplus  or  undivided  profits  can 
be  included  in  invested  capital,  and  if,  for  any  rea- 
son, the  books  of  a  railroad  do  not  properly  reflect 
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Intervener's  Exhibit  No.  4 — (Continued) 
the  true  surplus,  such  adjustments  must  be  made  as 
are  necessary  in  order  to  arrive  at  the  correct 
amount  of  surplus.  If,  for  example,  the  deprecia- 
tion actually  sustained  with  respect  to  the  existing 
property  is  not  reflected  on  the  books  of  a  corpora- 
tion, earned  surplus  must  be  reduced  to  that  extent. 

Whether  the  depreciable  assets  of  a  corporation 
are  valued  on  its  books  at  the  beginning  of  the  tax- 
able year  at  an  amount  in  excess  of  their  actual 
value  at  that  time  is  a  question  of  fact.  Cumber- 
land Glass  Manufacturing  Co.  v.  Commissioner,  44 
F.  (2d)  455;  Gender,  Paeschke  and  Frey  Co.  v. 
Commissioner,  41  F.  (2d)  308;  Haugh  &  Keenan 
Storage  and  Transfer  Company  v.  Heiner,  20  F. 
(2d)  921;  Northwestern  States  Portland  Cement 
Company,  7  B.T.A.  935. 

In  the  opinion  of  this  office  it  is  necessary  to  re- 
duce the  surplus  of  a  corporation  changing  from 
the  retirement  method  to  the  depreciation  method 
of  accounting  to  the  extent  of  the  amounts  indi- 
cated by  the  reserve  for  depreciation  required  by 
the  conditions  imposed  by  the  Commissioner  before 
permission  to  change  can  be  granted.  Therefore,  the 
Bureau  cannot  consent  to  the  inclusion  of  the  sug- 
gested clause  in  the  agreement. 

Respectfully, 

/s/  GUY  T.  HELVERING, 

Commissioner. 
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(Copy) 

41998-2 

Treasury  Department 
Washington 

December  9,  1942. 

Office  of 

Commissioner  of  Internal  Revenue 

Address  Reply  to 
Commissioner  of  Internal  Revenue 
and  refer  to  IT:EV:PU  RCS 

Association  of  American  Railroads, 

Law  Department,  Transportation  Building, 

Washington,  D.  C. 

Attention:  Mr.  R.  V.  Fletcher 
Vice-President 

Sirs : 

Receipt  is  acknowledged  of  your  letter  of  No- 
vember  20,    1942,    inquiring   with    respect    to    the 
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Intervener's  Exhibit  No.  4— (Continued) 
form  of  agreement  required  by  the  Bureau  upon 
granting  permission  to  a  railroad  to  change  from 
retirement  to  depreciation  accounting. 
Each  railroad  is  required  to  irrevocably  agree: 

(1)  that  a  reserve  for  accrued  depreciation  in  ac- 
cordance with  one  of  the  options  set  forth  in  Bureau 
letter  of  October  24,  1942,  shall  be  set  up  as  of  the 
date  the  change  in  accounting  method  is  effective; 

(2)  that  the  remaining  sum  to  be  recovered  through 
depreciation  allowances  shall  be  limited  to  the  cost 
or  other  basis,  less  the  depreciation  so  accrued;  (3) 
that  neither  the  change  of  method  nor  the  amount 
of  depreciation  so  accrued  shall  have  any  effect  on 
taxable  net  income  for  any  year  ending  prior  to 
the  date  of  change  in  accounting  method ;  (4)  that 
the  depreciation  rates  agreed  to  are  subject  to  modi- 
fication, if  subsequent  experience  indicates  that  re- 
vision is  necessary  in  order  to  spread  the  cost  of 
the  assets  over  their  remaining  useful  lives;  such 
revision,  however,  is  not  to  be  made  retroactive;  and 
(5)  that  complete  depreciation  accounting  in  accord- 
ance with  all  of  the  applicable  sections  of  the  Inter- 
nal Revenue  Code  and  Regulations  shall  be  ado])ted 
for  those  accounts  which  are  changed  from  retire- 
ment  to  depreciation  accounting. 

In  connection  with  condition  (1)  above  it  is  neces- 
sary to  select  the  option  and  agree  upon  the  specific 
reserve  for  each  account  to  be  depreciated  before 
permission  is  granted. 

In  view  of  the  fact  that  it  will  be  impossible  for 
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Intervener's  Exhibit  No.  4 — (Continued) 
the  Bureau  to  make  a  detailed  investigation  of  the 
depreciation  basis  the  permission  letter  includes  a 
mutual  understanding  that  the  basis  may  be  cor- 
rected to  conform  to  the  allowable  basis  imder  the 
Internal  Revenue  Code  should  subsequent  investiga- 
tion disclose  errors  of  cost  or  valuation.  In  the 
event  of  any  such  correction,  the  accrued  deprecia- 
tion would  be  appropriately  adjusted,  but  no  retro- 
active adjustment  will  be  made  to  the  depreciation 
which  may  have  been  allowed  subsequent  to  the  date 
of  the  change  in  accounting  method. 

Respectfully, 

/s/  GUY  T.  HELVERING, 
Commissioner. 
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(Copy) 

4-345-1 
Treasury  Department 
Washington 

October  24,  1942. 
Office  of 
Commissioner  of  Internal  Revenue 

Association  of  American  Railroads, 
Transportation  Building, 
Washington,  D.  C. 

In  re:     Conditons  under  which  Railroads 
may  change  from  Retirement  to 
Depreciation  Accounting  with  re- 
spect to  Road  Property 
Sirs : 

Reference  is  made  to  conferences  between  your 
Association  and  the  Bureau  of  Internal  Revenue  on 
February  18  and  19,  1942,  and  to  your  brief  on  the 
above  question,  dated  April  20,  1942. 

Your  brief  has  been  considered  by  the  Chief 
Counsel  of  the  Bureau  of  Internal  Revenue,  who 
has  ruled  in  effect,  that  the  conditions  under  which 
permission  will  be  granted  railroads  to  change  from 
retirement  to  depreciation  accounting  with  respect 
to  road  properties  are  within  the  discretion  of  the 
Commissioner  of  Internal  Revenue,  and  that  the 
reasonableness  of  these  requirements  are  questions 
of  fact,  rather  than  of  law. 
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This  office  also  has  given  careful  consideration 
to  the  brief  which  you  submitted,  and  has  come  to 
the  conclusion  that,  as  a  condition  requisite  to  grant- 
ing permission  to  change  from  retirement  to  de- 
preciation accounting,  a  reserve  representing  past 
accrued  depreciation  shall  be  set  up  at  the  date  of 
the  change  in  accounting  method. 

Each  railroad  may  elect  to  determine  its  reserve 
by  one  of  the  following  methods: 

1.  The  accounts  may  be  reconstructed  from  their 
beginning,  or  may  start  with  the  I.  C.  C.  valuation, 
setting  up  as  a  reserve  the  difference  between  cost 
of  reproduction  new  and  cost  of  reproduction  less 
accrued  depreciation  as  determined  at  the  valuation 
date.  From  either  starting  point,  the  capital  ac- 
counts shall  be  carried  forward,  increased  by  addi- 
tions and  decreased  by  retirements,  except  that  any 
increase  in  replacement  costs,  or  additions  or  better- 
ments expensed,  which  have  been  deducted  for 
income  tax  purposes,  may  not  be  restored.  Depre- 
ciation at  rates  to  be  agreed  upon  shall  be  computed 
for  all  years  and  accrued  into  a  depreciation  re- 1 
serve.  From  this  reserve  shall  be  deducted  the 
cost  of  normal  retirements,  but  for  retirements  due 
to  casualty  or  special  obsolescence,  which  would 
have  been  allowable  under  depreciation  accounting, 
only  the  accrued  depreciation  thereon  shall  be  de- 
ducted. 
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2.  A  reserve  may  be  set  up  by  multiplying  the 
expired  life  of  individual  structures,  or  the  weighted 
average  ages  of  the  accounts  representing  groups  of 
assets,  now  in  service,  by  the  depreciation  rates 
agreed  upon  for  these  assets. 

3.  A  reserve  of  30%  of  the  total  depreciable 
accounts  at  the  date  of  change  may  be  set  up.  It  is 
to  be  understood  that  this  is  an  overall  reserve  and 
the  total  amount  so  computed  is  to  be  allocated  to 
the  different  depreciable  accounts  on  a  reasonable 
basis,  such  allocation  to  be  a  matter  of  agreement 
between  each  railroad  and  the  Bureau. 

Respectfulh^, 

/s/  GUY  T.  HELVERING, 
Commissioner. 


Attendance  at  conferences  held  February  18  and 
19,  1942,  in  the  matter  of  substitution  for  income 
tax  purposes  of  depreciation  accounting  for  retire- 
ment accounting  on  certain  classes  of  road  property. 

Treasury  Department 

Thos.  Tarleau,  Legislative  Counsel  (Feb.  18) 

Bureau  of  Internal  Revenue 

Norman  D.  Cann,  Asst.  to  Comm.  (Feb.  18) 
Leo  Diamond,  Spl.  Asst.  to  Chief  Counsel  (Feb. 
18-19) 
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S.  P.  Hatchett,  Head,  Engineering  and  Valua- 
tion Division   (Feb.  18-19) 

E.  L.  Lindsey,  Asst.  Head,  Engineering  and 
Valuation  Division  (Feb.  18-19) 

R.  C.  Staebner,  Chief,  Public  Utilities  Section 
(Feb.  18-19) 

C.  R.  Dunn,  Practice  and  Procedure  Division 
(Feb.  18-19) 

H.  J.  Donnelly,  Practice  and  Procedure  Divi- 
sion (Feb.  19) 

Railroads 

R.  C.  Beckett,  Gen.  Atty.,  Illinois  Centi'al  (Feb. 

18) 
J.  C.  Kauffman,  Gen.  Atty.,  Chesapeake  and 

Ohio  (Feb.  18-19) 
R.  J.  Lehman,  Gen.  Atty.,  Atch.,  Top.  &  Santa 

Fe  (Feb.  18-19)  | 

F.  J.  Fell,  Jr.,  V.P.  &  Compt.,  Pennsylvania 
RR.  (Feb.  18) 

T.  H.  Seay,  Compt.,  Southern  (Feb.  18-19) 
L.  J.  Tracy,  Controller,  Union  Pacific  (Feb.  18) 
R.  V.  Fletcher,  V.  Pres.,  A.A.R.   (Feb.  18) 
E.  H  Bunnell,  V  Pres,  A.A.R.   (Feb.  18-19) 
R.  L.  Ettenger,  Jr.,  Asst.  to  V.  Pres.,  A.A.R. 
(Feb  18-19) 
37773-6 

[Stamped]:     Received   Mar.    22,    1943,   Western 
Pacific  Railroad  Corporation. 

[Endorsed]  :     Filed  Feb.  3, 1949. 


Western  Pacific  R.R.  Company,  etc.         2125 

INTERVENERS'  EXHIBIT  No.  5 

February  21,  1945. 
Messrs.  Pierce  &  Greer 
40  Wall  Street 
New  York  5,  N.  Y. 

Attention  Mr.  F.  C.  Nicodemus,  Jr. 

Dear  Mr.  Nicodemus : 

This  Corporation  has  received  notice  from  the 
Deputy  Attorney  General  of  Delaware  stating  that 
unless  it  pays  the  1942  franchise  tax  and  penalty 
interest  by  April  1,  1945,  the  Corporation's  charter 
will  be  forfeited.  The  notice  shows  the  following 
payments  due  as  of  April  1,  1945: 

1942  franchise  tax $2,525.00 

12%  penalty  interest 505.00 

1943  franchise  tax 2,525.00 

12%  penalty  interest 202.00 

Total   $5,757.00 

I  feel  that  upon  application  to  the  State  Tax 
Board  of  Delaware,  they  will  agree  to  reduce  the 
tax  and  interest  penalty  as  they  did  for  the  years 
1940  and  1941.  If  a  reduction  is  allowed  on  the 
same  basis,  there  would  be  due  on  April  1st  the  fol- 
lowing : 

1942  franchise  tax    $1,262.50 

4%)  penalty  interest 88.40 
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1943  franchise  tax   1,262.50 

4%  penalty  interest 37.90 

Total $2,651.30 

The  question  in  my  mind  is  whether  we  should 
pay  these  taxes  or  let  them  go  by  default.  If  we 
default  and  our  charter  is  voided,  the  question  arises 
what  would  be  the  effect  on  the  consolidated  income 
and  excess-profits  tax  returns  filed  by  the  Corpora- 
tion, as  parent,  for  the  years  1942,  1943  and  1944. 
As  you  know,  a  very  large  deduction  was  taken  in 
1943,  which  wiped  out  any  tax  liability  for  that  year 
and  will  also  have  an  effect  upon  the  1942  and  1944 
consolidated  returns.  I  understand  the  total  tax 
saving  to  The  Western  Pacific  Railroad  Company 
will  amount  to  about  15  million  dollars.  Therefore, 
I  feel  the  payment  or  non-payment  of  these  fran- 
chise taxes  must  be  determined  particularly  from 
the  Federal  income  tax  angle. 

I  would  suggest  that  before  arriving  at  a  decision 
in  this  matter  you  confer  with  the  firm  of  Whitman, 
Ransom,  Coulson  &  Goetz,  our  tax  counsel,  who  are 
aware  of  this  situation  and  are  considering  the  con- 
sequences which  the  non-payment  of  these  franchise 
taxes  would  have  from  an  income  tax  viewpoint. 

If  it  is  decided  these  franchise  taxes  be  paid,  my 
personal  feeling  is  we  should  pay  the  tax  for  1943 
at  the  same  time  the  1942  tax  is  paid,  thereby  avoid- 
ing further  accrual  of  penalty  interest  thereon. 

I  would  appreciate  your  opinion  on  this  at  your 
early  convenience. 
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A  copy  of  this  letter  is  being  sent  to  Mr.  Polk  of 
the  firm  of  W.R.C.&  G.,  for  his  information. 

Yours  very  truly, 

/s/  M.  J.  CURRY. 

cc.  Mr.  James  K.  Polk 

Whitman,  Ransom,  Coulson  &  Goetz. 

[Endorsed] :     Filed  Feb.  3,  1949. 


INTERVENERS'  EXHIBIT  No.  6 

May  31,  1944. 
Mr.  F.  C.  Nicodemus,  Jr. 
40  Wall  Street 
New  York  5,  N.  Y. 

Dear  Mr.  Nicodemus: 

As  you  know  (see  copies  our  letters  dated  March 
21,  1944,  to  State  of  Delaware,  Office  of  Attorney 
General,  and  March  31,  1944,  to  Corporation  Trust 
1  Company,  Wilmington,  Delaware)    the   State  Tax 
Board  granted  extension  to  July  1,  1944,  for  pay- 
j  ment  of  the  Corporation's  1941  franchise  tax,  which 
j  as  of  July  1,  1944,  will  amount  to  $1,262.50  princi- 
j  pal,  plus  penalty  interest  of  4%  from  July  1,  1942, 
';  amounting  to  $101— a  total  of  $1,363.50. 
I     In  view  of  conditions  surrounding  the  Corpora- 
tion at  this  time,  I  should  like  to  have  your  opinion 
I  as  to  what  should  be  done  in  the  matter  of  pa3'ment 


2128        Western  Pacific  R.B,  Corp.,  et  al.,  vs. 

or  non-payment  of  the  tax.    If  not  paid  on  or  before 
July  1,  1944,  its  charter  will  be  voided. 

Yours  very  truly, 

/s/  M.  J.  CURRY. 

[Endorsed]  :     Filed  Feb.  4,  1949. 


INTERVENERS'  EXHIBIT  No.  7 

Pierce  &  Greer 

40  Wall  Street 

New  York  5,  N.  Y. 

June  14,  1944. 
Mr.  M.  J.  Curry 
President 

The  Western  Pacific  Railroad  Corporation 
37  Wall  Street 
New  York  5,  N.  Y. 

i 

Dear  Mr.  Curry:  'W 

As  I  mentioned  to  you  yesterday,  I  talked  with  | 
Colonel  Coulson  about  the  compromise  proposal  re- 
specting the  Delaware  franchise  tax  involving  the 
total  payment  as  of  July  1,  1944,  of  the  sum  of 
$1,363.50.  In  the  course  of  this  talk  I  explained  to 
Colonel  Coulson  that  it  would  be  necessary  to  make 
this  payment  in  order  to  continue  the  corporate 
existence  of  the  Company  through  the  current  cal- 
endar year,  and  that  I  did  not  see  how  we  could 
avoid  making  this  payment  out  of  current  available 
cash. 

3) 
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I  told  him  that  I  felt  quite  sure,  and  he  agreed, 
that  Mr.  Buckland  would  recognize  the  necessity  of 
this  pajTiient  should  he  ultimately  succeed  in  main- 
taining his  claim  of  a  lien  on  our  cash  derived  from 
Standard  Realty  and  Development  Company,  not- 
withstanding the  fact  that  his  own  claim  has  been 
satisfied  and  he  has  been  made  whole  under  the  Com- 
mission's Plan  of  Reorganization. 

You  may,  therefore,  arrange  for  the  pajrment  re- 
ferred to  in  your  letter  to  me  of  May  31,  1944, 

Yours  very  truly, 

/s/  F.  C.  NICODEMUS  JR. 

Check  No.  33 

Date  Paid  June  28/44 

Approved  for  payment 

/s/  M.  J.  CURRY, 
Treasurer. 

[Marginal  Note] :     Mem.  to  note  &  number  checks 
in  pa)nnent  on  June  28th. 
/s/  MJC 

[Endorsed] :     Filed  Feb.  4,  1949. 
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March  27,  1943. 
State  of  Delaware 
State  Tax  Department 
843  King  Street 
Wilmington,  Delaware 

Gentlemen : 

Referring  to  letter  of  February  4,  1943,  from  the 
Office  of  the  Attorney  General,  in  regard  to  this 
Corporation's  franchise  taxes  for  1940  and  1941, 
which  are  unpaid.  Subsequently  we  also  received 
from  the  Corporation  Trust  Company  of  Wilming- 
ton, Delaware,  statement  of  franchise  tax  due  on 
February  4,  1943,  covering  both  years. 

We  have  delayed  replying,  pending  submission 
of  the  question  to  our  Board  of  Directors. 

We  understand  that  under  the  Delaware  statutes 
if  the  tax  and  accrued  interest  for  the  year  1940  is 
not  paid  by  April  1,  1943,  the  Corporation's  charter 
will  be  voided.  As  we  are  desirous  of  preventing 
this,  if  possible,  we  offer  the  following  information 
in  the  hope  that  you  will  give  favorable  considera- 
tion to  our  request  for  relief  through  a  compromise 
'payment  of  the  amount  due.  M 

This  Corporation  is  a  holding  company,  owning 
the  entire  capital  stock  of  The  Western  Pacific  Rail- 
road Company,  a  California  corporation,  and  one 
half  of  the  common  capital  stock  of  The  Denver  and 
Rio  Grande  Western  Railroad  Company,  a  Dela- 
ware corporation,  and,  in  addition,  other  securities 
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of  both  companies,  which  companies  have  been  in 
process  of  reorganization  under  Section  77  of  the 
Federal  Bankruj^tcy  Act  since  late  in  1935.  Practi- 
cally the  entire  assets  of  the  Corporation  are  in  these 
two  companies,  from  which  no  income  has  been  re- 
ceived since  just  prior  to  filing  petitions  in  bank- 
ruptcy. 

On  March  15,  1943,  the  United  States  Supreme 
Court  handed  down  its  decision  in  the  Western  Pa- 
cific case,  which  affirmed  the  plan  of  reorganization 
promulgated  by  the  Interstate  Commerce  Commis- 
sion and  approved  by  the  Federal  District  Court  in 
San  Francisco,  which  plan  declared  the  stock  of  the 
Railroad   Company   to   be   without  value,   thereby 
wiping  out  approximately  80%  of  this  Corporation's 
assets.      The    Interstate    Commerce    Commission's 
modified  plan  of  reorganization  for  the  Denver  and 
Rio  Grande  Western,  which  also  declares  the  stock 
of  that  company  to  be  without  value,  has  not  been 
certified  to  the  Federal  District  Court  in  Denver, 
however,  we  feel  that  since  the  Supreme  Court  up- 
held the  Commission  in  declaring  the  stock  of  the 
Western  Pacific  to  be  without  value,  the  Commission 
"will,  no  doubt,  maintain  its  position  that  the  pre- 
ferred and  common  stock  of  the  Denver  and  Rio 
Grande  Western  has  no  value. 
I       Aside  from  the  stocks   of  the  Western  Pacific 
J  Railroad,  which  the  Court  decision  indicates  to  be 
'  without  value,  all  of  the  assets  of  the  Corporation, 
constituting    securities    of    both     companies,     are 
,  pledged  to  secure  loans  which  have  been  in  default 
'  since  1934. 
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It  therefore  becomes  necessary  for  the  Corpora- 
tion to  liquidate  and  dissolve,  which  should  be 
accomplished  within  a  period  of  six  months. 

In  view  of  the  above  facts,  will  you  please  advise 
if  your  Bureau  is  willing  to  accept  a  compromise 
payment  of  the  1940  franchise  tax,  that  is,  about 
half  of  the  tax,  and  waive  the  interest  which  has 
accrued? 

A  prompt  response  will  be  very  much  appreciated. 

Yours  very  truly, 

/s/  M.  J.  CURRY. 

cc.  The  Corporation  Trust  Company 
100  West  Tenth  St. 
Wilmington,  Delaware 
Att.  Mr.L.  H.  Herman. 

bcc.  Mr.  F.  C.  Nicodemus,  Jr.  m 

[Marginal  note]:  Mr.  Nicodemus  of  course  ap- 
proved this . 

[Endorsed] :     Filed  Feb.  4,  1949. 
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INTERVENERS'  EXHIBIT  No.  9 

Whitman,  Ransom,  Coulson  &  Goetz 
40  Wall  Street,  New  York 

December  11,  1946. 
Allan  P.  Matthew,  Esquire 
Balfour  Building 
San  Francisco,  California 

Dear  Mr.  Matthew: 

This  acknowledges  your  letter  of  December  7th. 
Evidently  my  night  letter  of  December  6th  was  not 
altogether  clear. 

My  difficulty  did  not  arise  at  all  from  the  fact 
that  Mr.  Schumacher  turned  over  his  trustee  files 
to  Mr.  Curry.  That  he  seemed  to  me  to  have  a 
clear  right  to  do  if  he  so  desired  to  the  extent  that 
he  was  entitled  as  trustee  to  hold  the  files. 

What  did  give  me  some  concern  was  the  defini- 
tion of  what  constituted  trustees  files.  Physically, 
the  file  cabinets  contained  all  the  correspondence 
wliich  Mr.  Schumacher  or  Mr.  Curry  had  written 
in  their  capacities  as  officers  of  the  operating  com- 
pan}^  In  other  words,  the  construction  given  your 
advice  was  that  all  documents  which  came  into 
existence  during  the  period  of  trusteeship  belonged 
to  the  trustees  in  their  fiduciary  capacity.  This  I 
hoped  you  did  not  mean  by  your  opinion.  Ob- 
viously the  books  of  account  of  the  company  were 
maintained  in  theory  during  the  period  of  trustee- 
ship by  the  agent  of  the  trustees.  It  would  be  a 
quite  impracticable  theory  that  these  books  of  ac- 
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count  must  remain  in  possession  of  the  fiduciary 
trustees. 

If  you  meant  your  advice  to  apply  to  all  papers 
affecting  the  operation  of  the  railroad  company 
during  the  period  of  trusteeship  then  I  think  the 
situation  should  be  clarified  by  a  prompt  applica- 
tion by  the  railroad  company  to  the  court  for  an 
order  directing  the  trustees  to  turn  over  to  the 
officers  of  the  reorganized  company  all  papers 
which  they  held  as  fiduciaries  and  which  affected 
the  operations  of  the  railroad  company,  subject, 
of  course,  to  a  right  of  inspection  on  the  part  of 
the  trustees  if  any  occasion  therefor  should  arise. 

If  there  is  in  the  books  any  authority  entitling 
Section  77  trustees  operating  a  railroad  company 
under  supervision  of  the  court  to  retain  the  vital 
records  of  the  railroad  company  after  their  fidu- 
ciary capacity  has  terminated,  I  would  certainly 
be  interested  in  seeing  the  authority. 

Naturally,  my  interest  in  the  question  discussed 
in  this  letter  is  solely  in  protecting  the  operating 
company  in  connection  with  the  Van  Kirk  litiga- 
tion here  in  New  York,  of  which  you  have  partial 
counterparts  in  the  actions  brought  by  the  holding 
company  in  California.  In  this  connection  we  have 
received  copies  of  your  answers  in  the  California 
tax  action  of  the  holding  company  and  I  have  also 
talked  with  Mr.  Polk  about  his  discussions  with 
your  office. 

With  all  good  wishes  of  the  Season,  I  am 
Sincerely  yours, 

/s/  ROBERT  E.  COULSON. 
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[Marginal  Note] :  Discussed  with  Col.  Coulson 
and  with  Mr.  Elsey  by  phone  12/16/46.  Col.  Coul- 
son says  nothing  further  to  be  done  by  us  pres- 
ently— or  until  we  hear  further  from  him.  BE. 

[Endorsed] :     Filed  Feb.  4,  1949. 


INTERVENERS'  EXHIBIT  No.  10 

February  11,  1947. 
073 

Via  Air  Mail 
James  K.  Polk,  Esq., 
e/o  Carlton  Hotel, 
Washington,  D.  C. 

Dear  Mr.  Polk: 

In  order  that  you  may  have  definite  authoriza- 
tion from  this  Company  to  proceed  in  connection 
with  the  pending  controversy  as  to  Federal  income 
taxes  for  the  years  1942,  1943  and  1944,  as  to  which 
you  hold  power  of  attorney,  I  have  today  conferred 
with  all  available  directors.  All  of  the  directors 
I  have  been  a))le  to  reach,  constituting  a  majority 
of  the  dire<?tors,  have  concurred  in  the  proposal 
tliat  you  submit  in  writing  to  the  Commissioner 
of  Internal  Revenue  a  definite  proposal  that  the 
three  years  1942,  1943  and  1944  be  settled  on  the 
l)asis  of  no  refund  and  no  additional  tax. 

We  understand  that  the  year  1944  is  involved 
in  this  controversy,  so  far  as  this  Coiiipany  is  con- 
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cerned,  only  during  the  period  of  affiliation,  that 
is,  through  April  30,  1944,  and  that  for  the  balance 
of  the  year  1944  the  taxes  of  this  Company  will 
be  determined  on  the  basis  of  its  separate  return 
for  that  period  outside  the  affiliation. 

This  authorization  will  be  formally  ratified  at  a 
meeting  of  the  Board  of  Directors  to  be  held  early 
in  March,  1947. 

Very  truly  yours, 

/s/  CHARLES   ELSEY. 

Copy  by  regular  mail. 

[Endorsed]:     Filed  Feb.  4,  1949. 


INTERVENERS'   EXHIBIT   No.   11 

Wood,  Walker  &  Co. 

Members  New  York  Stock  Exchange 

63  Wall  Street 

New  York  5,  N.  Y. 

February  24,  1948. 
Mr.  A.  Perry  Osborn 
20  Exchange  Place 
New  York  5,  New  York 

Dear  Mr.  Osborn: 

On  February  6,  1948,  you  asked  us  for  the  fol- 
lowing information: 

"A  tabulation  by  months  of  Wood,  Walker 
&  Company's  purchases  and  sales  of  Western 
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Interveners'  Exhibit  No.  11 — (Continued) 
Pacific  Railroad  Comj^any  securities  from  Jan. 
1,  1942,  through  1945,  and  a  separate  monthly 
tabulation  of  such  purchases  and  sales  for  the 
account  of  Mr.  Wood,  members  of  his  family, 
any  officer,  director  and  counsel  for  the  cor- 
poration, all  during  the  same  period." 

We  have  examined  our  records,  and  to  the  best 
of  our  knowledge  and  belief,  the  following  are  the 
only  transactions  w^hich  would  come  within  the 
above  category. 

A/C  Anna  M.  Wood 

1942  Sept.  30— Sold    IM  Western  Pae.  R.R.  Co.  5s/46  @37 
Oct.      7— Sold  10]\r  Western  Pac.  R.R.  Co.  5s/46  @37 

1943  Mar.  17— Sold  lOM  Western  Pac.  R.R.  Co.  5s/46  ©533^ 
Mar.  17— Sold  lOM  Western  Pac.  R.R.  Co.  5s/46  @53i/2 
July  26— Sold  lOM  Western  Pae.  R.R.  Co.  5s/46  @67i/2 

1942  Dec.  30— Bought  IQll  Western  Pac.  R.R.  Co.  5s/46  @  361/4 

A/C  Willis  D.  Wood 

1944  Jan.  17— Sold  25i\I  Western  Pac.  R.R.  Co.  5s/46  @81 
Feb.     3— Sold  lOM  Western  Pac.  R.R.  Co.  5s/46  @89 
Dec.  26— Sold  25M  Western  Pac.  R.R.  Co.  5s/46  @110l^ 
Dec.  26— Sold  2SM  Western  Pac.  R.R.  Co.  5s/46  @11014 

1944  Dec.  27— Bought  53M  Western  Pac.  R.R.  Co.  5s/46  ©llOVg 

1943  Dec.   16— Sold  90shs  Western  Pac.  R.R.  Co.   (Old)Comm. 

$1.00  (for  the  lot) 

Yours  very  truly, 

WOOD,  WALKER  &  CO. 
By  /s/  D.  A.  MURRAY. 

dm/lik 


2138        Western  Pacific  R.R.  Corp.,  et  at.,  vs. 
Interveners'  Exhibit  No.  11 — (Continued) 

Wood,  Walker  &  Co. 

63  Wall  Street 
New  York  5,  N.  Y. 

March  10th,  1948. 
Mr.  Perry  A.  Osborn 
20  Exchange  Place 
New  York  City,  New  York 

Dear  Mr.  Osborn: 

Am  enclosing  herewith  for  accounts  of  AM  Wood 
and  WD  Wood  the  long  position  after  purchases 
and  sales,  supplementing  letter  of  February  24th. 

Very  truly  yours, 

/s/  MISS   HELEN  KOCIOLEK, 
Secretary  to  W.  D.  Wood. 


Supplementing  Letter  of  Feb.  24th,  1948 

Long  position   after  purchases   and   sales 
Western  Pacific  E.  R.  Co.  Securities 

Anna  M.  Wood  Account 

1942  Jan.  1— Western  Pac.  R.R.  Co.  5s/46  Long  31M 
Sept.  30— Western  Pac.  R.R.  Co.  5s/46  Sold  IM  Long  30M 
Oct.  1— Western  Pac.  R.R.  Co.  5s/46  Sold  lOM  Long  20M 
Dec.  30— Western  Pac.  R.R.  Co.  5s/46 

Bought  lOM  Long  30M 

1943  Mar.  17— Western  Pac.  R.R.  Co.  5s/46  Sold  lOM  Long  20M 
Mar.  17— Western  Pac.  R.R.  Co.  5s/46  Sold  lOM  Long  lOM 
July  26— Western  Pac.  R.R.  Co.  5s/46         Sold  lOM  Closed 
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Willis  D.  Wood  Account 
1942  Jan.     1— Western  Pae.  R.R.  Co.  5s/46  Long  88M 

No  transactions  in  years  1942  and  1943 
1944  Jan.  17— Western  Pae.  R.R.  Co.  5s/46  Sold  25M  Long  63M 
Feb.  3— Western  Pae.  R.R.  Co.  5s/46  Sold  lOM  Long  53M 
Dec.  26— Western  Pae.  R.R.  Co.  5s/46  Sold  25M  Long  28M 
Dec.  26— Western  Pae.  R.R.  Co.  5s/46  Sold  28M  Long  28M 
Dec.  26— Western  Pae.  R.R.  Co.  5s/46  Sold  28M  Closed 
Dec.  27— Western  Pae.  R.R.  Co.  5s/46 

Bought  53M  Long  53M 

1942  Jan.     1— Western  Pae.  R.R.  Co.  (Old  Comm.)  Long  100  shs 

No  transactions  in  year  1942 

1943  Dec.   16— Western  Pae.  R.R.  Co.  (Old  Comm.) 

Sold  90  shs  Long  10  shs 

Willis  D.  Wood 

Western  Pacific  Securities 

On  hand  end  of  year 

Shares  Common     Shares  Preferred 
Year  (W.P.R.R.Corp.)      (W.P.R.R.Corp.) 

1923 500  200 

1924 0  0 

1925 0  0 

1926 0  0 

1927 0  500 

1928 0  700 

1929 1,700  2,400 

1930 2,000  2,950 

1931 : 2,000  2,950 

1932 2,000  2,950 

1933 100  2,000 

1934 100  2,000 

1935 100  2,000 

1936 100  2,000 

1937 100  2,000 

1938 100  500 

1939 100  500 

1940 100  Closed 

1941 100 

1942 100 

1943 10 

1944 10 

1945 10 

1946 10 

1947 10 
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Willis  D.  Wood  (Cont.) 
Western  Pacific  R.R.  Co.  1st  5s  1946 

1935 $26,000 

1936 50,000 

1937 50,000 

1938 68,000 

1940 68,000 

1941 88,000 

1942 88,000 

1943 88,000 

1944 Closed 

Western  Pacific  R.R.  Co.  5s  1946 
1944 $53,000 

1/9/45— Exchanged  for  $21,200— 41/2S  2014 ;  318  Shs.  Pfd. ; 
247.51  Shs.  Com. ;  Cash  $12,025.17 

Year  Western  Pacific  R.R.  Co.  41/2S  2014 

1/  9/45 — Received  in  exchange $21,200 

8/  7/46— Purchased 800  J 

$22,000 

5/  3/46— Redeemed  $  7,000 

4/12-19/47— Sold 15,000 

22,000 

Account  Closed 
Western  Pacific  R.R.  Co.  Preferred 

1/  9/45 — Received  in  exchange 318  Shares 

8/  9/46— Purchased   32  Shares 

1/  9/48— Purchased   50  Shares 

On  hand  4/15/48 400  Share 

Western  Pacific  R.R.  Co.  Common 

1/  9/45 — Received  in  exchange 247.51  Shares 

8/12/46— Purchased  52.49  Shares 

On  hand  4/15/48 300  Shares 
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Aima  M.  Wood 

Western  Pacific  Securities 
On  hand  end  of  year 

Shares  Common     Shares  Preferred 
Year  (W.P.R.R.Corp.)     (W.P.R.R.Corp.) 

1924 : 0  200 

1925 0  0 

1926 0  0 

1927 0  0 

1928 0  0 

1929 0  200 

1930 1,200  700 

1931 1,200  1,100 

1932 1,200  1,100 

1933 1,200  1,100 

1934 1,200  1,000 

1935 1,200  1,000 

1936 500  900 

1937 500  900 

1938 Closed  Closed 

Western  Pacific  R.R.  Co.  1st  5s  1946 

1937 $30,000 

1939 31,000 

1940 31,000 

1941 31,000 

1942 30,000 

1943 Closed 

[Endorsed]:     Filed  Feb.  9,  1949. 


2142        Weste7'n  Pacific  R.R.  Corp.,  et  at,  vs. 

INTER YEXERS'  EXHIBIT  No.  14 
JKPBCC  February  11,  1947 

Mr.  Charles  Elsev,  President 
The  Western  Pacific  Railroad  Company 
526  Mission  Street 
San  Francisco,  California 

Dear  Mr.  Elsey: 

Enclosed  herewith  is  a  copy  of  the  letter  this  day 
filed,  pursuant  to  your  authorization,  with  the  Com- 
missioner of  Internal  Revenue,  Washington,  D.  0. 

Sincerely  yours, 

JAIMES  K.  POLK. 
Enc.  (per  BC) 

Whitman,  Ransom,  Coulson  &  Goetz 
40  Wall  Street,  New  York  5,  N.  Y. 

(Copy) 

February  11,  1947 

The  Honorable  Joseph  D.  Nunan,  Jr. 
Commissioner  of  Internal  Revenue 
Washington,  D.  C. 

Attention:    Mr.  Frank  Eddingfield 
Re:     The  Western  Pacific  Railroad  Co] 
poration  and  Affiliated  Corporations 
1942,  1943  and  1944  Federal  Income 
Taxes 
Dear  Sir: 

The  Western  Pacific  Railroad  Corporation  and 
its  affiliated  subsidiaries  filed  consolidated  returns 
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for  the  calendar  years  1942  and  1943  and  the  said 
Western  Pacific  Railroad  CorjDoration  filed  a  con- 
solidated return  for  the  calendar  year  1944  includ- 
ing therein  its  said  subsidiaries  for  the  period  from 
January  1,  1944,  to  April  30,  1944,  during  which 
period  affiliation  existed. 

On  the  said  return  for  1942  a  consolidated  tax 
liability  of  $4,201,821.54  was  reported  and  duly 
assessed  and  paid.  On  the  said  return  for  1943 
there  was  reported  a  net  loss  and  no  taxable  income. 
On  the  said  ertui'n  for  1944,  based  on  a  carryover 
of  the  unused  1943  net  loss,  there  was  reported  no 
taxable  income  and  no  tax  liability.  A  claim  for 
refund  of  the  tax  so  paid  for  1942,  based  on  a 
carryback  of  the  said  1943  net  loss,  was  filed  and 
is  now  pending  in  your  office. 

The  taxpayer  on  behalf  of  itself  and  its  aforesaid 
affiliated  subsidiaries  hereby  offers  to  settle  and 
determine  the  tax  liabilities  of  the  said  corporations 
for  the  said  taxable  years  1942,  1943  and  1944  in 
the  amounts  shown  on  the  returns  filed  as  afore- 
said. This  proposal  of  settlement  does  not  relate 
to  or  affect  the  tax  liability  of  the  said  subsidiaries 
from  and  after  April  30,  1944,  when  their  affiliated 
status  with  The  Western  Pacific  Railroad  Corpora- 
tion was  terminated.  The  within  proposal  is  made 
without  prejudice  to  any  rights  or  claims  of  the 
parties,  if  the  proposal  is  not  accepted  by  you. 

As  part  of  this  proposal  The  Westera  Pacific 
Railroad  Corporation,  on  behalf  of  itself  and  its 
aforesaid  affiliated  subsidiaries  agrees  that,  if  this 
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proposal  is  accepted,  it  will  consent  to  a  rejection 
of  the  said  claim  for  refund  of  the  1942  taxes  and 
further  agrees  not  to  sue  upon  said  claim  or  file 
other  or  further  claims  in  respect  of  1942  taxes  on 
any  ground  whatsoever.  It  is  further  agreed  by  the 
said  The  Western  Pacific  Railroad  Corporation  on 
behalf  of  itself  and  its  aforesaid  affiliated  sub- 
sidiaries that  if  this  proposal  is  accepted  it  will 
execute  or  procure  the  execution  of  any  other  or 
further  agreements  or  assurances  requested  by  the 
Commissioner  of  Internal  Revenue  for  the  purpose 
of  effectuating  the  settlement. 

Authority  for  the  submission  of  the  within  pro- 
posal of  settlement  by  the  undersigned  is  contained 
in  a  Power  of  Attorney  heretofore  filed  in  your 
office. 

Respectfully, 

THE  WESTERN  PACIFIC 
RAILROAD  CORPORATION, 

JAMES  K.  POLK, 

Attorney-in-Fact. 

[Endorsed] :    Filed  Feb.  9,  1949. 


I 
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INTERVENERS'  EXHIBIT  No.  15 
(Identification  Only) 

June  5,  1943 
E.  T.  Buckland,  Esq. 

New  York,  New  Haven  &  Hartford  Railroad 
New  Haven,  Connecticut 

Western  Pacific 

Dear  Mr.  Buckland: 

Bob  Swaine  called  me  up  the  other  day  to  urge 
that  you  and  I  agree  promptly  upon  the  third 
member  of  the  Reorganization  Committee  so  that 
that  Committee  can  appoint  counsel  and  get  to  work 
on  documents  even  prior  to  the  formal  approval  of 
the  Commission  Plan  by  security  holders.  I  told 
Bob  that  you  and  I  had  not  yet  discussed  the  matter 
of  the  third  member  of  the  Board  and  that  the 
fault  is  mine. 

My  fellow  trustees  in  the  James  Foundation 
(which  holds  all  the  stock  of  A.  C.  James  Co.)  are 
all  clearly  of  the  opinion  that  it  would  be  advisable, 
if  practical,  for  our  group  to  have  representation 
on  the  Reorganization  Committee.  Their  argument 
is  that,  owing  to  the  substantial  bond  holdings  of 
the  Foimdation,  the  Foundation  will  have  something 
like  21%%  of  the  voting  stock  of  the  reorganized 
company.  This  interest  is,  of  course,  substantially 
greater  than  that  which  will  be  held  by  The  Rail- 
road Credit  Corporation.  It  is  also  likely  to  be, 
of  necessity,  a  more  permanent  interest.     I  have 
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explained  that  under  the  Commission  Plan  you  and 
your  Board  have  an  equal  right  with  the  A.  C. 
James  Co.  in  the  designation  of  a  representative. 
I  have,  however,  agreed  to  put  the  problem  up  to 
you  and  have  stated  to  my  fellow  trustees  that  I 
thought  there  was  no  conflict  in  interest  between 
your  organization  and  ours  since  we  are  both 
anxious  to  see  the  common  stock  given  those  mar- 
ketable characteristics  which  will  come  from  putting 
it  on  a  dividend  basis. 

There  is  one  further  embarrassment  in  the  situa- 
tion which  has  led  me  to  defer  talking  with  you 
about  the  matter.  My  associate  trustees,  who  feel 
strongly  that  we  should  have  representation  in  the 
Reorganization  Committee,  are  unanimous  in  feel- 
ing that  no  one  of  them  should  serve  and  that  it 
is  m,v  duty  to  serve  because  of  my  close  contact  with 
the  matter  and  my  knowledge  of  the  properties  and 
personalities  involved.  This  has  raised  a  problem 
to  which  I  have  been  giving  some  thought.  Under 
the  terms  of  Section  77  a  reorganization  committee 
serves  without  compensation.  With  this  I  have  no 
quarrel.  However,  I  have  a  very  real  interest  in 
seeing  the  Federal  taxes  of  the  reorganized  prop- 
erty placed  upon  a  somid  basis.  We  have  quite  an 
eifective  Federal  tax  department  and  my  partner, 
James  K.  Polk,  was  retained  some  time  ago  by  the 
trustees  to  take  up  this  Federal  tax  matter  in  con- 
nection with  the  1942  tax  problems  of  the  property. 
You  no  doubt  realize  how  complicated  this  matter 
has  become  for  a  railroad  which  has  gotten  into  the 
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excess  profits  areas,  especially  in  connection  with  a 
reorganization  of  its  capital  structure.  I  would  be 
extremely  reluctant  to  have  any  participation,  which 
I  might  have  in  the  Reorganization  Committee,  dis- 
turb the  relationship  which  Polk  and  our  tax  de- 
partment have  to  this  problem. 

When  Bob  Swaine  talked  to  me  about  this  matter, 
I  told  him  quite  frankly  about  this  aspect.  He 
seemed,  a  little  to  my  surprise,  quite  eager  that  the 
James  group  should  have  direct  representation  on 
the  Committee.  No  doubt  he  feels  that  a  prelimin- 
ary commitment  on  their  part  is,  under  the  Com- 
mission Plan,  basically  necessary  in  setting  up  any 
permanent  organization  because  of  the  voting  power 
which  they  can  exercise  under  the  requirement  of 
cumulative  balloting.  He  said  he  saw  no  objection 
to  a  dual  relationship  and  further  volunteered  that 
if  his  firm  were  selected  as  counsel  for  the  Reor- 
ganization Committee,  he  would  feel  that  their  re- 
sponsibility to  the  Reorganization  Committee  were 
completely  fulfilled  if  their  tax  men  merely  re- 
viewed with  Polk  the  solutions  and  practical  deter- 
minations worked  out  by  Polk  and  his  associates. 
I  I  wish  you  would  give  this  entire  problem  con- 
jsideration  and  either  write  me  as  to  your  views  or 
i  arrange  that  you  and  I  should  sit  down  at  some 
convenient  time  when  you  are  here  in  New  York 
iand  discuss  the  entire  matter. 

!  Mr.  Boyden  told  me  early  in  the  week  on  the  tele- 
phone that  he  hoped  to  get  out  the  ballots  in  the 
!  Western  Pacific  case  late  this  week  or  earlv  next 
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week.  I  still  feel  it  is  of  the  utmost  importance  to 
have  the  reorganization  made  effective  on  the  last 
day  of  the  present  calendar  year. 

Sincerely  yours, 

ROBERT  E.  COULSON. 


INTERVENERS'  EXHIBIT  No.  16 

Whitman,  Ransom,  Coulson  &  Goetz 
40  Wall  Street,  New  York 

June  26,  1943 
Mr.  M.  J.  Curry,  President 
The  Western  Pacific  Railroad  Corporation 
37  Wall  Street 
New  York,  N.  Y. 

Dear  Mr.  Curry: 

This  acknowledges  your  letter  of  June  21st  as  to 
the  present  needs  of  The  Western  Pacific  Railroad 
Corporation. 

While  I  am  sending  copies  of  your  letter  and  of 
my  reply  to  each  of  the  Trustees  of  the  James 
Foundation,  it  will  probably  not  be  possible  to  take 
formal  action  on  your  proposal  until  after  July  1st. 

In  any  attempt  to  settle  the  affairs  of  the  holding 
company  in  a  manner  which  will  wipe  out  the  large 
deficiency  claims  held  by  the  Curtiss  Southwestern 
Company,  Chase  National  Bank  of  New  York  and 


Western  Pacific  B.B.  Company,  etc.         2149 

Central  Hanover  Bank  and  Trust  Company,  it 
would  probably  be  desirable  to  provide,  as  a  part 
of  the  consideration  for  the  cancellation  of  the  de- 
ficiency claims,  that  The  Western  Pacific  Railroad 
Corporation  agree  to  cooperate,  by  voting  its  stock 
in  the  Western  Pacific  Railroad  Company,  which 
stock  has  been  declared  worthless  by  the  decision 
of  the  Supreme  Court,  to  facilitate  any  necessary 
changes  in  the  corporate  structure  of  the  operating 
company  to  effectuate  the  reorganization. 

In  a  recent  telephone  conversation  with  Mr.  Ar- 
thur Grotz,  of  the  Chase  National  Bank,  I  learned 
that  the  Chase  National  Bank  claims  a  lien  on  the 
stock  of  the  operating  company  owned  by  the  hold- 
ing company.  This  lien  presumably  has  no  validity, 
as  it  has  not  been  approved,  so  far  as  I  am  in- 
formed, by  the  necessary  vote  of  two-thirds  of  the 
stockholders  present  at  a  stockholders'  meeting. 
However,  this  situation  does  create  some  embarrass- 
ment in   working   out    any   settlement    agreement. 

As  to  the  possible  cancellation  of  your  Delaware 
charter  by  failure  to  pay  the  1940  franchise  tax  on 
or  before  July  1,  1943,  this  probably  is  of  more 
apparent  than  real  importance.  Under  the  Dela- 
ware law  the  corporation  continues  its  existence  for 
all  necessary  purposes  for  a  period  of  three  years. 

Before  the  Foundation  gives  a  final  and  definitive 
answer  to  your  proposal,  I  would  wish  to  discuss 
with  Mr.  Polk  the  tax  aspects  of  the  problem  and 
imake  that  information  available  to  the  Trustees  of 
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the  Foundation.     You  will  hear  from  me  further 
in  this  matter. 

Sincerely  yours, 

/s/  ROBERT  E.  COULSON. 

[Stamped] :    Received  June  28,  1943,  The  West- 
ern Pacific  Railroad  Corporation. 

[Stamped] :    M.  J.C.  June  28,  1943. 

[Endorsed] :    Filed  Feb.  9,  1949. 


INTERVENERS'  EXHIBIT  No.  17 

At  New  York,  N.  Y. 
June  8,  1945. 
File: 
Mr.  H.  E.  Poulterer: 

I  have  told  Mr.  McCready  that  in  the  event  he 
should  be  served  with  any  legal  process  in  the 
future,  he  is  to  accept  service  and  turn  all  papers 
over  to  Mr.  H.  Brua  Campbell  of  the  firm  of  Pierce 
and  Greer,  40  Wall  Street,  New  York. 

I  have  also  asked  Mr.  McCready  to  advise  you, 
with  a  copy  to  me,  of  the  service  of  any  such 
process,  together  with  a  brief  description  thereof. 

J.  E.  HENNESSY. 
JEH/ss 

ce :    Mr.  D.  C.  McCready 

[Endorsed]  :    Filed  Feb.  11,  1949. 
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INTERVENERS'  EXHIBIT  No.  18-A 
(Identification  Only) 

Western  Union 
(Telegram  Form) 

San  Francisco,  January  28,  1944 

Shelly  Pierce,  Financial  Editor 
Journal  of  Commerce 
New  York,  New  York 

Following  statement  was  issued  here  in  connec- 
tion our  December  figures  Quote  During  the  first 
eleven  months  of  1943  Western  Pacific  made  ac- 
cruals in  anticipation  of  Federal  Income  and 
Excess  Profits  taxes  for  that  year.  A  recent  re- 
examination of  certain  provisions  of  the  reorganiza- 
tion plan  which  calls  for  severe  reductions  in  the 
capitalization  of  the  company  has  resulted  in  the 
conclusion  by  the  management  that  no  Federal  in- 
come and  excess  profits  tax  liability  exists  in  respect 
of  1943.  In  view  of  this  conclusion  entries  were 
necessarily  made  in  December  income  accounts 
which  resulted  in  elimination  of  all  such  tax  ac- 
cruals for  1943.  These  adjustments  produced  the 
unusual  income  results  for  the  month  of  December 
and  the  year.    Unquote. 

CHARLES  ELSEY. 

EWE:SH 
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INTERVENEES'  EXHIBIT  18-B 
(Identification  Only) 

Western  Union 
(Telegram  Form) 

1944  Jan  28,  PM  5  14 

FU323  CAK— San  Francisco,  Calif,  28  154  P 

T.  M.  Schumacher 

"Western  Pacific  RR  Co.  37  Wall  St.,  NYK— 


i 


Anticipating  inquireis  from  newspapers  and 
others  concerning  situation  brought  about  in  De- 
cember figures  from  tax  credit.  Following  state- 
ment was  prepared  and  uniformly  given  to  all  in- 
quirers without  further  embellishment: 

''During  the  first  eleven  months  of  1943  Western 
Pacific  made  accruals  in  anticipation  of  Federal 
income  and  excess  profits  taxes  for  that  year.  A 
recent  re-examination  of  certain  provisions  of  the 
Reorganization  Plan  which  calls  for  severe  reduc- 
tions in  the  capitalization  of  the  Company  has  re- 
sulted in  the  conclusion  by  the  management  that  no 
Federal  income  and  excess  profits  tax  liability 
exists  in  respect  of  1943.  In  view  of  this  conclu- 
sion entries  were  necessarily  made  in  December 
income  accounts  which  resulted  in  elimination  of  all 
such  tax  accruals  for  1943.  These  adjustments  pro- 
duced the  unusual  income  results  for  the  month  of 
December  and  the  year." 

Discussed  this  with  Mr.  Coulson  here  today  and 
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he  believes  we  should  stand  on  such  information 
without  additional  details.  Above  for  your  general 
information. 

CHARLES  ELSEY. 

[Stamped]  :  Received  Jan.  28,  1944,  W.P.RR.  Co. 
[Stamped] :    T.  M.  S.  Jan.  29,  1944. 


INTERVENERS'  EXHIBIT  18-C 

(Identification  Only) 

San  Francisco,  January  25,  1944. 

073 

Mr. 

D.  C.  DeGraff, 

Mr. 

E.  C.  Bates, 

Mr. 

C.  L.  Droit, 

Mr.  T.  D.  Brown. 

Distribution  of  our  mimeographed  income  state- 
ment for  December  and  year  1943  is  certain  to  pro- 
voke inquiries  as  to  the  unusual  results  springing 

from  the  elimination  of  Federal  Income  and  Excess 

- 

I  Profits  Taxes  for  the  year. 

i     In  order  that  we  may  answer  such  questions  with 

juniformity,    please    utilize    the    information    given 

below : 

''During  the  first  eleven  months  of  1943, 
Western  Pacific  made  accruals  in  anticipation 
of  Federal  Income  and  Excess  Profits  taxes  for 
that  year. 

"A  recent  re-examination  of  certain  pro- 
visions of  the  Reorganization  Plan,  which  calls 
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for  severe  reductions  in  the  capitalization  of 
the  company,  has  resulted  in  the  conclusion  by 
the  management  that  no  Federal  Income  and 
Excess  Profits  tax  liability  exists  in  respect 
of  1943.  ^ 

"In  view  of  this  conclusion,  entries  were 
necessarily  made  in  December  income  accounts 
which  resulted  in  elimination  of  all  such  tax 
accruals  for  1943.  These  adjustments  produced 
the  unusual  income  results  for  the  month  of 
December  and  the  year." 

If  your  inquirer  presses  for  more  details,  I  would 
suggest  that  you  state  that  the  whole  matter  is  in 
the  hands  of  our  New  York  tax  counsel. 

CHARLES  ELSEY. 

bcc — Mr.  E.W.  Englebright, 
Mr.  P.  L.  Wyche, 
Mr.  Logan  Paine. 

[Marginal  Notes] :  This  release  was  shown  Mr. 
Coulson  today  and  he  thought  it  covered  the  situ- 
ation sufficiently. 

EW.  E., 

1/28/44. 

Ok'd  by  Mr.  Elsey. 
E. 
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INTERVENERS'  EXHIBIT  No.  19 
(Identification  Only) 

McCutchen,  Thomas,  Matthew,  Griffiths  &  Greene 
Counselors  at  Law 

San  Francisco  4 
February  8,  1944 

Deliver 

Mr.  Charles  Elsey,  President, 

The  Western  Pacific  Railroad  Company, 

526  Mission  Street, 

San  Francisco  5,  California 

The  Western  Pacific  Railroad 
Company  Reorganization 

Reserve  Fund  for  Contingent  Tax 

Liability  and  fo-r-PeBt-War- 
Modernization  and  Improvement 

Dear  Mr.  Elsey: 

Herewith  I  enclose  in  duplicate  a  proposed  form 
of  jDetition  and  a  projDosed  form  of  order  relating 
to  the  establishment  of  a  reserve  fund  to  be  used  for 
the  payment  of  any  possible  Federal  income  and 
'excess  profits  tax  liability  for  the  year  1943  and  for 
!  post-war  modernization  and  improvement  of  the 
I  railroad.  You  will  notice  that  both  the  petition  and 
the  order  are  very  brief  and  contain  no  statement 
'of  the  reasons  why  it  is  believed  that  there  is  no 
Federal  tax  due  for  1943.  I  think  this  subject  can 
ibe  fully  developed  at  the  hearing,  following  the 
[outline  suggested  in  Mr.  Coulson's  memorandum  of 
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Interveners'  Exhibit  No.  19 — (Continued) 
February  4,  1944,  whicli  you  sent  me  with  your 
letter  of  the  same  date. 

^s^he  title  for  the  fund  suggested  by  Mr.  Coulson 
was^'K  Reserve  for  Contingent  Tax  Liabilities." 
This  title  has  been  expanded  in  the  enclosed  forms 
to  "Reserve  .Fund  for  Contingent  Tax  Liability  and 
for  Post-War  Modernization  and  Improvement. ' '  It 
seems  to  me  to  be  desirable  to  use  the  term  '^  reserve 
fund"  instead  of  the  word  "reserve"  alone.  Also, 
I  believe  that  there  may  be  some  advantages  in 
including  "post-war  modernization  and  improve- 
ment" as  part  of  the  title  of  the  fund,  so  that  in 
years  to  come  the  ultimate  purpose  of  the  fund  wil] 
always  be  clearly  disclosed  on  the  books  of  accouni 
and  balance  sheets. "■^"■'■'-"■"■"■" ■■'  .. .,  „,- 

Please  let  me  have  your  comments  on  the  enclosec 
forms.  You  may  wish  to  consult  with  Mr.  DeGrafl 
in  order  to  make  certain  that  the  proposal  is  no" 
in  conflict  with  the  accounting  classifications  o] 
other  rules  or  regulations  of  the  Interstate  Com 
merce  Commission. 

I  shall  defer  submitting  these  forms  to  Mr.  Coul 
son  until  I  hear  from  you. 
Very  truly  yours, 

/s/  ALLAN  P.  MATTHEW. 

[Marginal  Notes]  :     Void — Mr.  Matthew  will  pro  j 

vide  revision. 
(To  be  revised.) 

[Stamped] :     The  Western  Pacific  Railroad  C( 
President,  Feb.  8,  1944. 
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Interveners'  Exhibit  No.  19 — (Continued) 

Allan  P.  Matthew, 
1500  Balfour  Building, 
San  Francisco  4,  California 

VOID 

-^ft-41te  District  Court  of  the  United  States,  for  the 
Northern  District  of  California,  Southern  Divi- 
sion 

No.  26591-S 

In^-the  Matter  of 

THE  WESTERN  PACIFIC  RAILROAD  COM- 
PANY,  V 

\  Debtor. 

PETITION    FOR    AUTHORITY    TO    ESTAB- 
LISH A  RESERVE  FUND  FOR  CONTIN- 
GENT TAX  LIABILITY  AND  FOR  POST- 
WAR  MODERNIZATION  AND  IMPROVE- 
-MENT  \ 

T.  M.  Schumacher  and  Sidney  M.  Ehrman,  the 
duly  api)ointed,  qualified  and  acting  Trustees  of  the 
properties  of  the  Debtor  above  named,  hereinafter 
[referred  to  as  the  Trustees,  hereby  represent  to  the 
I  Court  and  petition  as  follows: 


\ 


I. 

11    The  Trustees  are  advised  and  believe  that  the 

Debtor  and  the  Trustees  have  no  Federal  income 

H»f  cxooQO~f>¥ofitfe- t>ax   lial)ility   for  the  year   1943. 
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Interveners'  Exhibit  No,  19 — (Continued) 
^--However,  the  Commissioner  of  Internal  Revenue 
Xjias  not  yet  passed  upon  the  question,  and  the  Trus- 
tees believe  that  it  is  in  the  best  interests  of  the 
estate  of  the  Debtor  to  provide  a  reserve  fund  out 
of  which  1943  Federal  income  and  excess  profits 
taxes  may  be  paid  in  the  event  that  liability  there- 
for should  be  established.  The  Trustees  are  advised 
and  believe  that  the  sum  of  $7,100,000  will  be  ade- 
quate to  cover  any  possible  liability  for  such  taxes 
for  the  year  1943.  The  estate  of  the  Debtor  con- 
tains sufficient  cash  derived  from  the  earnings  of 
the  railroad  of  the  Debtor  during  the  year  1943  to 
establish  a  reserve  fund  in  the  amount  of  $7,100,000 
without  using  funds  required  for  other  purposes. 

\- 
II. 

It  is  the  judgment  of  the  Trustees  that  such  re- 
serve  fund   should   be   invested  in   United   States 
Treasury  securities  and  that  any  portion  of  thi 
fund  not  required  in  order  to  meet  such  possibll 
tax    liability    should    be    held    and    used    for    the 
modernization  and  improvement  of  the  railroad  of 
the  Debtor  after  the  conclusion  of  the  present  war.  ]i 
The  Trustees  propose  to  designate  the  fund  as  the    I 
*' Reserve  Fund  for  Contingent  Tax  Liability  -antt-  I 
"-for  Post- War  Modernization   and   Improvement." 

Wherefore,  your  petitioners  pray  that  they  be 
authorized  to  establish,  out  of  the  earnings  of  the 
railroad  of  the  Debtor  during  the  year  1943,  a  re- 
ocrve  f-und  in  the  amount  of  $7,100,000,  to  be  desig» 
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Interveners'  Exhibit  No.  19 — (Continued) 
^jiatcd  ao  the  --Reserve  -PiHid-for  Contingent  Tax-' 
Liab'Bity  and  for  Post- Wfti^  Modernization  and  Im-  ■ 
-p^o^einenT^*'^-  to  be  invested  in  United  States  Treas- 
ury securities,  and  to  be  used  for  the  payment  of 
any  Federal  income  and  excess  profits  taxes  which 
may  be  found  due  for  the  year  1943,  and,  in  so  far 
as  not  i-equired  for  that  purpose,  to  be  used  for  the 
luoderiiization  and  improvement  of  the  railroad  of 
the  Debtor  after  the  conclusion  of  the  present  war. 


Counsel  for  Petitioners.  - 


State  of  California, 

City  and  County  of  San  Francisco — ss. 

Charles  Elsey,  being  first  duly  sworn,  deposes  and 
says : 

That  for  more  than  twelve  years  last  past  he  has 
been  the  President  of  The  Western  Pacific  Railroad 
Company  and  since  the  appointment  of  the  Trustees 
of  the  properties  of  said  Company  he  has  been  their 
Agent  in  immediate  charge  of  the  railroad  and 
other  property  of  that  Company;  that  he  had  read 
the  foregoing  petition  and  knows  the  contents 
thereof  and  the  same  is  true  of  his  own  knowledge. 
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Interveners'  Exhibit  No.  19 — (Continued) 

Allan  P.  Matthew, 
1500  Balfour  Building, 
San  Francisco  4,  California 

Draft 

VOID 

-  In  the  District  Court  of  the  United  States,  for  the 
Northern  District  of  California,  Southern  Divi- 
sion j 

No.  26591-S 

In  the  Matter  of 

THE  WESTERN  PACIFIC  RAILROAD  COM- 
PANY,    \ 

X  Debtor. 

ORDER  AUTHORIZING  ESTABLISHMENT 
OF  A  RESERVE  FUND  FOR  CONTIN- 
GENT TAX  LIABILITY  AND  FOR  POST- 
WAR MODERNIZATION  AND  IMPROVE- 
MENT \ 

The  petition  filed  February ,  1944,  by  T.  M.    . 

Schumacher  and  Sidney  M.  Ehrman,  the  Trustees 
of  the  properties  of  the  Debtor  above  named,  for 
authority  to  establish  a  reserve  fund  of  $7,100,000 
for  contingent  tax  liability  and  for  post-war  mod-  ji 
ernization  and  improvement,  came  on  duly  to  be 
heard  and  was  heard  this  day  and  thereupon  sub- 
mitted. Good  cause  appearing  therefor,  the  Court, 
—being- fully  advised,  finds  that  notice  of  the  hearing 
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Interveners'  Exhibit  No.  19 — (Continued) 

-■upon  said  petition  has  been  given  as  prescribed  by 

^  the  order  of  this  Court,  that  all  of  the  averments 

Vf  said  petition  are  true,  and  that  it  is  for  the  best 

Interests  of  the  estate  of  the  Debtor  that  this  order 

b^  made. 

Now,  Therefore,  It  Is  Hereby  Ordered,  Adjudged 
and  Decreed  that  the  Trustees  are  hereby  author- 
ized to  establish,  with  funds  in  their  hands  belong- 
ing to  the  estate  of  the  Debtor  and  derived  from  the 
earnings  of  the  railroad  of  the  Debtor  during  the 
year  1943,  a  reserve  fund  in  the  amount  of  $7,100,- 
000,  to  be  designated  as  the  ''Reserve  Fund  for 
Contingent  Tax  Liability  and  for  Post- War  Mod- 
ernization and  Improvement,"  to  be  invested  in 
United  States  Treasury  securities,  and  to  be  used 
for  the  payment  of  any  Federal  income  and  excess 
profits  taxes  which  may  be  found  due  for  the  year 
1943,  and,  in  so  far  as  not  required  for  that  pur- 
pose, to  be  used  for  the  modernization  and  im- 
provement of  the  railroad  of  the  Debtor  after  the 
I    conclusion  of  the  present  war. 

i   .    Dated:     ,  1944. 

A.  F.  ST.  SURE, 
— O'udge. 

VOID 
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[Title  of  District  Court  and  Cause.] 

CERTIFICATE  OF  CLERK  TO  RECORD   I 
ON  APPEAL 

I,  C.  AV.  Calbreath,  Clerk  of  the  District  Court 
of  the  United  States  for  the  Northern  District  of 
California,  do  hereby  certify  that  the  foregoing  and 
accompanying  documents  and  exhibits,  listed  below, 
are  the  originals  filed  in  this  Court,  in  the  above- 
entitled  case,  and  that  they  constitute  the  Record  on 
Appeal  herein  as  designated  by  the  parties,  to  wit : 

Bill  of  Complaiant  for  Equitable  Relief. 

Answer  and  Coimterclaim  of  Defendants  The 
Western  Pacific  Railroad  Company,  Sacramento 
Northern  Railway,  Tidewater  Southern  Railway 
Company,  Delta  Finance  Co.,  Ltd.,  and  Standard 
Realty  and  Development  Company. 

Answer  of  the  Defendant  The  Western  Realty 
Company. 

Reply  to  Counterclaim  of  Defendants  The 
Western  Pacific  Railroad  Company,  Sacramento 
Northern  Railway,  Tidewater  Southern  Railway 
Company,  Delta  Finance  Co.,  Ltd.,  and  Standard 
Realty  and  Development  Company. 

Notice  of  Motion  for  Leave  to  Intervene  as  Plain- 
tiffs. 

Order  Granting  Leave  to  Intervene. 

Complaint  in  Intervention. 

Answer  of  the  Western  Pacific  Railroad  Corpora- 
tion to  Complaint  in  Intervention. 

Answer  of  Defendant  The  Western  Realty  Com- 
pany to  Complaint  in  Intervention. 
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Affidavit  of  Julius  Levy  Applying  for  Temporary 
Restraining  Order  and  Preliminary  Injunction  on 
Behalf  of  Interveners. 

Order  Denying  Application  for  Temporary  Re- 
straining Order  on  Condition,  and  Pre-trial  Order 
and  Exhibit  A— Stipulation  and  Agreement,  etc. 

Stipulation  and  Agreement  between  Plaintiff  and 
Defendants  Relating  to  Agreement  with  the  Bureau 
of  Internal  Revenue,  and  Exhibit  A. 

Answer  of  the  Western  Pacific  Railroad  Company 
et  al.  to  Complaint  in  Intervention. 

Supplemental  Bill  of  Complaint. 

Answer  of  Defendant  The  Western  Realty  Com- 
pany. 

Answer  of  Defendants  The  Western  Pacific  Rail- 
road Company,  Sacramento  Northern  Railway, 
Tidewater  Southern  Railway  Company,  Delta  Fi- 
nance Co.  Ltd.,  and  Standard  Realty  and  Develop- 
ment Company  to  Plaintiff's  Supplemental  Bill  of 
Complaint. 

Stipulation  for  Substitution  of  ^Meredith  H.  Metz- 
ger,  formerly  Meredith  H.  Van  Kirk,  as  a  Plaintiff 
in  Intervention. 

•    Stipulation  Correcting  Trial  Record  and  Making 
Certain  Exhibits  as  Part  Thereof. 

Opinion. 

Findings  and  Conclusions  Proposed  by  Plaintiff. 

Notice  of  Motion  for  Reargument  and  to  Amend 
Findings  of  Fact  and  Conclusions  of  Law  Appear- 
ing in  the  Court's  Opinion  Filed  September  6,  1949. 

Notice  of  Motion  of  Plaintiff  and  of  Alexis  I. 
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duP.  Bayard,  Receiver,  to  Join  Receiver  as  Party 
Plaintiff  under  Rule  25(c)  R.C.P.  and  Exhibits. 

Order  under  Rule  25(c)  Directing  the  Joinder  of 
Party  Plaintife. 

Defendants'  Objections  to  Findings  and  Conclu- 
sions Proposed  by  Plaintiff. 

Findings  of  Fact  and  Conclusions  of  Law. 

Judgment. 

Notice  of  Motion  to  Amend  Findings  and  Judg- 
ment. 

Order  Granting  Motion  to  Amend  Judgment. 

Amended  Judgment. 

Notice  of  Appeal  by  Plaintiffs. 

Notice  of  Appeal  by  Plaintiffs  in  Intervention. 

Designation  by  Appellants  of  Contents  of  Record 
on  Appeal. 

Designation  by  Appellees  of  Additional  Portions: 
of  the  Record,  Proceedings  and  Evidence  to  be  Con- 
tained in  the  Record  on  Appeal. 

Docket  Entries. 

Plaintiff's  Exhibits  Nos.  1,  3a,  3b,  4a,  4b,  5a,  5b, 
6,  7,  8,  9,  10,  11,  12,  13,  14,  15,  16,  17,  18,  19,  20a,  20b, 
20c,  20d,  20e,  20f,  21,  22,  23,  24,  25,  26,  27,  28,  29,  30, 
31,  32a,  32b,  33,  34a,  34b,  34c,  35,  36,  37,  38a,  38b, 
39a,  39b,  39c,  39d,  39e,  39f,  40,  41,  42,  43,  44,  45,  46, 
47,  48,  49,  50,  51,  52,  53,  54,  55,  56,  57,  58,  59,  60,  61, 
62,  63,  64,  65,  66,  67,  68,  69,  70,  71,  72,  73,  74,  75,  76, 
77a,  77b,  78a,  78b,  79a,  79b,  80,  81a,  81b,  82  and  83. 

Defendants'  Exhibits  Nos.  1,  2,  3,  4a,  4b,  4c,  5a 
5b,  5c,  6,  7,  8,  9,  10,  11,  12,  13,  14,  15,  16,  17,  18,  19 
20,  21,  22,  23,  24a,  24b,  25,  26,  27,  28,  29,  30,  31,  32 
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33,  34,  35a,  35b,  36,  37a,  37b,  37c,  38a,  38b,  39,  40, 
41,  42,  43,  44,  45,  46,  47,  48,  49,  50,  51,  52a,  52b,  53, 
54,  55,  56,  57,  58,  59  and  60. 

Interveners'  Exhibits  Nos.  1,  2,  3,  4,  5,  6,  7,  8,  9, 
10,  11,  12,  13,  14,  15,  16,  17,  18a,  18b,  18c,  19,  20 
and  21. 

Reporter's  Transcripts: 

For  Monday,  April  7, 1947. 

Vol.  1  for  Monday,  August  25,  1947,  4:00  o'clock 
p.m. — Proceedings  on  Application  for  Temporary 
Restraining  Order. 

Vol.  2  for  Tuesday,  August  26,  1947,  9:00  o'clock 
a.m. — Proceedings  on  Application  for  Temporary 
Restraining  Order. 

For  Monday,  October  6,  1947 — Proceedings  on 
Hearing  on  Motions  to  Strike  Portions  of  the  Com- 
plaint in  Intervention. 

For  Monday,  November  28,  1949 — Argument  on 
Motions. 

For  Tuesday,  January  11,  1949— Pre-Trial  Con- 
ference. 

Vol.  1  for  Tuesday,  February  1,  1949. 

Vol.  2  for  Wednesday,  February  2,  1949. 

Vol.  3  for  Thursday,  February  3,  1949. 

Vol.  4  for  Friday,  February  4,  1949. 

Vol.  5  for  Tuesday,  February  8,  1949. 

Vol.  6  or  Wednesday,  February  9,  1949. 

Vol.  7  for  Thursday,  February  10,  1949. 

Vol.  8  for  Friday,  February  11,  1949. 

Vol.  9  for  Tuesday,  February  15,  1949. 

Vol.  10  for  Wednesday,  Feliruary  16,  1949. 
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Vol.  11  for  Thursday,   February  17,  1949. 
Vol.  12  for-Friday,  February  18,  1949. 
Vol.  13  for  Wednesday,  February  23,  1949. 

In  Witness  Whereof,  I  have  hereunto  set  my  hand 
and  seal  of  said  District  Court,  at  San  Francisco, 
California,  this  18th  day  of  March,  A.  D.  1950. 

C.  W.  CALBREATH, 
Clerk. 

[Seal]  By /s/  M.  E.  VANBUREN, 
Deputy  Clerk. 


>l 
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[Endorsed] :  No.  12506.  United  States  Court  of 
Appeals  for  the  Ninth  Circuit.  Western  Pacific 
Railroad  Corporation  and  Alexis  I.  duP.  Bayard, 
Receiver,  Appellants,  vs.  Western  Pacific  Railroad 
Company,  Sacramento  Northern  Railway,  Tide- 
water Southern  Railway,  Deep  Creek  Railroad 
Company,  The  Western  Realty  Company,  The 
Standard  Realty  and  Development  Company  and 
Delta  Finance  Co.,  Ltd.,  Appellees.  Meredith  H. 
Metzger,  Henry  Offerman  and  J.  S.  Farlee  &  Co., 
Inc.,  Appellants,  vs.  Western  Pacific  Railroad  Com- 
pany, Sacramento  Northern  Railway,  Tidewater 
Southern  Railway,  Deep  Creek  Railroad  Company, 
the  Western  Realty  Company,  The  Standard  Realty 
and  DeveloiDment  Company  and  Delta  Finance  Co., 
Ltd.,  Appellees.  Transcript  of  Record.  Appeals 
from  the  United  States  District  Court  for  the 
Northern  District  of  California,  Southern  Division. 

Filed  March  20,  1950. 

/s/  PAUL  P.  O'BRIEN, 
Clerk  of  the  L^nited  States  Court  of  Appeals  for 
the  Ninth  Circuit. 


\ 


2168        Western  Pacific  R.R.  Corp.,  et  al.,  vs. 

In  the  United  States  Court  of  Appeals 
for  the  Ninth  Circuit 

No.  12506 

THE  WESTERN  PACIFIC  RAILROAD  COR- 
PORATION and  ALEXIS  I.  duP.  BAYARD, 

Receiver, 

Plaintiffs  and  Appellants, 

and 

MEREDITH  H.  METZOER,  HENRY  OFFER- 
MAN  and  J.  S.  FARLEE  &  CO.,  INC.,  a 
Corporation,    . 

Interveners  and  Appellants, 


vs. 

THE  WESTERN  PACIFIC  RAILROAD  COM- 
PANY, et  al., 

Defendants  and  Appellees. 

STATEMENT  BY  APPELLANTS  THE  WEST- 
ERN PACIFIC  RAILROAD  CORPORA- 
TION AND  ALEXIS  I.  duP.  BAYARD, 
RECEIVER,  OF  POINTS  ON  WHICH 
THEY   INTEND   TO   RELY   ON   APPEAL 

Appellants  The  Western  Pacific  Railroad  Corpo- 
ration and  Alexis  I.  duP.  Bayard,  Receiver,  desig- 
nate the  following  points  upon  which  they  intend 
to  rely  on  the  appeal  in  the  ahove-entitled  cause : 

1.     The  District  Court  erred  in  entering  judg 
ment  for  defendants  and  against  plaintiffs. 
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2.  The  District  Court  erred  in  failing  to  hold 
that  plaintiffs  are  entitled  to  an  accounting  from 
defendant  The  Western  Pacific  Railroad  Company 
and  to  a  decree  directing  payment  to  plaintiffs  of 
the  entire  amount  of  federal  tax  savings  for  the 
years  1942,  1943  and  the  first  four  months  of  1944, 
amounting  to  $17,201,739,  resulting  from  the  filing 
of  consolidated  federal  income  and  excess  profits 
tax  returns  in  the  name  of  the  plaintiff  corporation. 

3.  The  District  Court  erred  in  failing  to  hold 
that  plaintiffs  are  entitled  to  an  accounting  from 
defendant  The  Western  Pacific  Railroad  Company 
and  to  a  decree  directing  payment  to  the  plaintiffs 
of  some  part  of  the  above-mentioned  $17,201,739. 

4.  The  District  Court  erred  in  holding  that  the 
defendant  The  Western  Pacific  Railroad  Company 
was  not  bound  to  account  to  the  plaintiffs  for  the 
benefits  which  said  defendant  obtained  as  the  result 
of  satisfying  its  federal  tax  liabilities  by  using  tax 
credits  and  deductions  of  the  plaintiff  corporation 
at  a  time  when  the  plaintiff  corporation  had  lost 
its  stock  equity  in  said  defendant  and  arising  princi- 
pally out  of  that  very  loss. 

5.  The  District  Court  erred  in  failing  to  hold 
that,  where  the  economic  unity  between  a  parent 

!  and  a  subsidiary  corporation  has  been  severed  and 
I  the  parent's  stockholdings  in  the  subsidiary  have 
I  become  worthless  and  the  subsidiary  utilizes  or 
;  appropriates  the  x)arent's  tax  credit,  arising  from 
I  the  loss  of  the  parent's  investment  in  the  subsidiary, 
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by  means  of  a  consolidated  return  in  which  it  satis- 
fies its  own  tax  liability  by  offsetting  the  parent's 
loss  against  the  subsidiary's  income  and  obtains 
other  tax  advantages  from  the  use  of  the  consoli- 
dated return  with  the  parent,  the  former  subsidiary 
must  account  to  its  former  parent  for  the  enrich- 
ment thus  obtained. 

6.  The  District  Court  erred  in  failing  to  hold 

that  plaintiffs  are  entitled  to  an  accounting  from 

the   defendants    other   than    The   Western   Pacific 

Railroad  Company  and  to  a  decree  directing  them 

J 
to  pa}^  to  the  plaintiffs  either  all  or  part  of  their    ' 

tax  savings  for  the  years  1942,  1943  and  the  first 

four  months  of  1944  resulting  from  the  filing  of   S 

consolidated  federal  income  and  excess  profits  tax 

returns  in  the  name  of  the  plaintiff  corporation. 

7.  The  District  Court  erred  in  holding  that  the 
use  in  consolidated  returns  with  defendants  of  plain- 
tiff corporation's  loss  to  offset  income  of  defendants 
and  thus  to  produce  tax  savings  was,  as  respects 
the  United  States,  improper. 

8.  The  District  Court  erred  in  holding  that  be- 
cause of  the  alleged  impropriety  of  the  defendants' 
use  in  consolidated  returns  of  the  plaintiff  corpora- 
tion's loss  to  offset  income  of  defendants,  the  plain- 
tiffs were  not  entitled  to  an  accounting  of  the  tax 
savings  thus  resulting,  and  that  the  court  should 
leave  the  parties  where  they  are. 

9.  The  District  Court  erred  in  failing  to  hold 
that  by  virtue  of  the  stipulation  filed  in  the  District 
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Court  on  September  5,  1947,  and  its  order  of  August 
29,  1947,  the  sum  of  $3,385,290  must  be  deemed  to 
have  been  refunded  to  the  plaintiff  corporation  by 
the  Treasury  Department  in  the  ordinary  course  and 
manner  prescribed  by  law  and  by  that  plaintiff  paid 
into  said  District  Court,  that  the  said  sum  is  now 
held  by  defendant  The  Western  Pacific  Railroad 
Company  as  agent  of  the  District  Court,  that  the 
said  defendant  should  be  directed  to  return  said 
sum  of  $3,385,290  to  the  Clerk  of  the  District  Court, 
and  that  the  Clerk  should  be  directed  to  deliver 
said  sum  forthwith  to  the  plaintiffs  in  accordance 
with  the  District  Court's  opinion  that  the  funds  or 
tax  savings  resulting  from  the  settlement  with  the 
government  should  be  left  where  they  are. 

10.  The  District  Court  erred  in  holding  that 
what  plaintiff  seeks  is  not  all  or  a  share  of  the  tax 
savings  but  rather  something  in  the  nature  of  equity 
or  value  for  its  former  ownership  of  stock  of  the 
defendant  The  Western  Pacific  Railroad  Company, 
or  something  denied  to  it  in  the  prior  Reorganiza- 
tion Plan  of  The  Western  Pacific  Railroad  Com- 
pany, and  that  recognition  of  said  plaintiff's  claim 
would  be  recognition  of  a  right  to  share  in  the 
earnings  of  The  Western  Pacific  Railroad  Company. 

I  11.  The  District  Court  erred  in  holding  that 
;  Section  77  of  the  Bankruptcy  Act  or  the  philosophy 
underlying  Section  77  stands  as  a  barrier  against 
the  equitable  validity  of  the  plaintiff's  claim  in 
ithis  cause,  and  that  an  aAvard  to  the  plaintiff  would 
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in  some  way  modify  the  administrative  or  judicial 
judgments  in  the  said  reorganization  proceedings  of 
the  defendant  The  Western  Pacific  Railroad  Com- 
pany or  would  nullify  either  directly  or  indirectly 
the  purpose  of  said  Section  77. 

12.  The  District  Court  erred  in  holding  that 
*' duality  of  control"  is  not  relevant  in  resolving  the 
issues  in  the  case. 

13.  The  District  Court  erred  in  holding  that  the 
plaintiff  corporation  could  not  have  lawfully  ac- 
quired any  part  of  the  tax  savings  here  involved  j 
by  voluntary  agreement  between  the  directorates 
of  the  plaintiff  corporation  and  the  defendant  The 
Western  Pacific  Railroad  Company. 

14.  The  District  Court  erred  in  holding  that  the 
plaintiff  corporation's  right  to  a  recovery  depends 
on  whether  it  could  have  lawfully  acquired  the  tax 
savings  by  voluntary  agreement  between  the  direc-  \ 
torates  of  the  plaintiff  corporation  and  the  defend- 
ant The  Western   Pacific   Railroad   Company. 

Dated:     March  21,  1950. 

/s/  HERMAN  PHLEGER, 

/s/  MAURICE  E.  HARRISON, 

/s/  MOSES  LASKY, 

BROBECK,  PHLEGER  & 
HARRISON, 


> 


Western  Pacific  EM.  Company,  etc.         2173 

/s/  FRANK  C.  NICODEMUS,  JR. 

/s/  A.  PERRY  OSBORN, 

/s/  MAHLON  DICKER  SON, 

/s/  NORRIS  DARRELL, 

/s/  LeROY  R.  GOODRICH, 

Attorneys  for  Appellants  The  Western  Pacific  Rail- 
road Corporation  and  Alexis  I.  duP.  Bayard, 
Receiver. 

Receipt  of  copies  admitted. 
[Endorsed]  :     Filed  Mar.  21,  1950. 


[Title  of  Court  of  Appeals  and  Cause.] 

STATEMENT  BY  APPELLANTS  MEREDITH 
H.  METZGER,  HENRY  OFFERMAN  AND 
J.  S.  FARLEE  &  CO.,  INC.,  OF  THE 
POINTS  ON  WHICH  THEY  INTEND  TO 
RELY 

Appellants  Meredith  H.  Metzger,  Henry  Offer- 
man  and  J.  S.  Farlee  &  Co.,  Inc.,  state  the  following- 
points  on  which  they  intend  to  rely  on  appeal  in 
the  above-entitled  case: 

1.  Appellants  are  entitled  to  judgment  on  the 
ground  that  the  moneys  in  issue  were  obtained  in 
breach  of  fiduciary  duties  to  plaintiff  and  constitute 
an  mi  just  enrichment  to  defendants. 

j     2.     The   Court  below  erred  in   finding  that   the 
'  fund  in  issue  was  created  in  such  a  fashion  as  to 
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require  equity  to  leave  the  parties  where  it  found 
them. 

3.  Assuming,  arguendo,  that  the  Court  below 
correctly  determined  that  the  parties  should  be  left 
where  it  found  them,  then,  pursuant  to  that  Court's 
own  pre-trial  order,  the  judgment  should  find  and 
leave  appellants  with  $3,385,290.00 

4.  The  reorganization  proceeding  involving  the 
defendant  The  Western  Pacific  Railroad  Company 
not  only  fails  to  preclude  appellants  from  obtaining 
a  favorable  judgment  herein,  but  indeed  permits  the 
assertion  of  the  instant  claims  against  that  defend- 
ant under  an  assumption  order  and  agreement  duly 
made  in  said  proceedings. 

5.  Defendants'  technical  defenses  are  without 
merit. 

Dated:     March  20,  1950. 

/s/  WEBSTER  V.  CLARK, 

ROGERS  and  CLARK, 

/s/  DAVID  EREIDENRICH, 

/s/  JULIUS  LEVY, 

Attorneys  for  Plaintiffs  in  Intervention  and  Appel- 
lants Meredith  H.  Metzger,  Henry  Overman 
and  J.   S.   Farlee  &   Co.,  Inc.,  a  corporation. 

Receipt  of  copies  admitted. 
[Endorsed]  :     Filed  Mar.  21,  1950. 
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ORDER  DISPENSING  WITH  THE  PRINTING 
IN  THE  RECORD  OF  CERTAIN  EXHIBITS 

Upon  the  verified  application  of  appellants  The 
Western  Pacific  Railroad  Corporation  and  Alexis  I. 
duP.  Bayard,  Receiver,  and  good  cause  appearing 
therefor. 

It  Is  Hereby  Ordered  that  no  part  of  plaintiffs' 
Exhibits  1,  2,  3A,  3B,  4A,  4B,  5A,  5B,  20A,  20B,  20C, 
20D,  20E,  20F,  77A,  77B,  78A,  78B,  79 A,  79B,  81  A, 
81B,  82  and  83  need  be  printed  in  the  record  herein, 
and  that  this  Court  will  consider  said  exhibits  in 
their  original  form  without  reproduction  in  the 
record. 

Dated:  March  24,  1950. 

/s/  WILLIAM  HEALY, 
Circuit  Judge. 

/s/  HOMER  BONE, 

/s/  WALTER  L.  POPE, 

Judges  U.  S.  Court  of  Appeals 
for  the  Ninth  Circuit. 

[Endorsed] :     Filed  March  27,  1950. 
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ORDER  DISPENSING  WITH  THE  PRINTING 
IN  THE  RECORD  OF  CERTAIN  EXHIBITS 

Upon  reading  the  verified  application  of  appellees 
herein  for  an  order  dispensing  with  the  printing  of 
certain  exhibits,  and  good  cause  appearing  therefor, 

It  Is  Hereby  Ordered  that  no  part  of  Plaintiffs' 
Exhibits  3A,  3B,  4A,  4B,  5A,  5B,  16  20A-F,  77A, 
77B,  78A,  78B,  79A,  79B,  81A,  81B,  82  and  83,  and 
no  part  of  Defendants'  Exhibits  27,  40,  42,  48,  52 A, 
52B  and  60  need  be  included  in  the  printed  record 
herein,  and  this  Court  will  consider  said  exhibits  in 
their  original  form  without  reproduction  in  the 
printed  record. 

The  Court  will  consider  such  other  exhibits,  which 
have  not  been  designated  for  printing  by  any  of  the 
parties  hereto,  without  reproduction  in  the  printed 
record  if  at  any  time  any  such  party  shall  designate 
such  exhibits  as  material  to  the  consideration  of  the 
appeal,  provided  that  the  party  so  designating  such 
exhibits  at  its  own  expense  shall  provide  the  Court 
with  printed  copies  thereof. 

/s/  WILLIAM  DENMAN, 

/s/  CLIFTON  MATHEWS, 

/s/  WM.  E.  ORR, 

Judges  of  the   above-entitledj 
court. 

[Endorsed]  :     Filed  April  11,  1950. 
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EXHIBIT  No.  23-A 

In  the  District  Court  of  the  United  States  for  the 
Northern  District  of  California  Southern  Divi- 
sion 

No.  26591-S 

In  the  Matter  of 

THE  WESTERN  PACIFIC  RAILROAD 
COMPANY, 

Debtor. 

PETITION  OF  REORGANIZATION  COMMIT- 
TEE FOR  AN  ORDER  APPROVING  AND 
AUTHORIZING:     INDENTURES  RELAT- 

^  ING  TO  FIRST  MORTGAGE  BONDS  AND 
GENERAL  MORTGAGE  INCOME  BONDS, 
INCLUDING  FORMS  OF  BONDS,  FORM 
OF  INTEREST  COUPON  AND  FORMS  OF 
TRUSTEE'S  CERTIFICATES  OF  AU- 
THENTICATION; ADJUSTMENT  PAY- 
MENTS TO  PERSONS  TO  WHOM  NEW 
SECURTIES  ARE  ISSUABLE  IN  RE- 
.  SPECT  OF  THE  PERIOD  JANUARY  1, 
1939,    TO    DECEMBER    31,    1943,    INCLU- 

I  SIVE;  THE  AGGREGATE  PRINCIPAL 
AMOUNT  OF  GENERAL  MORTGAGE  IN- 
COME BONDS  TO  CONSTITUTE  SERIES 

.        A,   THE   AGGREGATE   PAR   VALUE    OF 

!  THE  SHARES  OF  PREFERRED  STOCK 
TO   CONSTITUTE   SERIES  A,  AND  AD- 

I  JUSTMENTS  IN  THE  AGGREGATE 
AMOUNT    OF    SAID   BONDS    AND    THE 
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AGGREGATE  PAR  VALUE  OF  SAID 
STOCK  TO  BE  ISSUED  UNDER  THE 
PLAN;  THE  DENOMINATION  OR  PAR 
VALUE,  RESPECTIVELY,  OP  GENERAL 
MORTGAGE  INCOME  BOND  SCRIP  OF 
SERIES  A  AND  PREFERRED  STOCK 
SCRIP  OF  SERIES  A;  AND  ADJUST- 
MENTS IN  THE  AMOUNT  OF  GENERAL 
MORTGAGE  INCOME  BONDS  OF  SERIES 
A  AND  PREFERRED  STOCK  OF  SERIES 
A  TO  BE  ISSUED  TO  THE  RAILROAD 
CREDIT  CORPORATION  AND  A.  C. 
JAMES  CO. 

Frederick  H.  Ecker,  Frank  C.  Wright  and  Rob- 
ert E.  Coiilson,  being  all  the  members  of  the  Reor- 
ganization Committee  designated  to  put  into  effect 
and  carry  out  the  plan  of  reorganization  of  the 
debtor  above  named,  hereby  represent  to  the  Court 
and  petition  as  follows: 

1.  The  plan  of  reorganization  of  the  debtor 
(hereinafter  called  "the  plan")  confirmed  by  order 
of  this  Court  on  October  11,  1943,  provides  in  sub- 
division R.  as  follows : 

"The  plan  may  be  carried  out  either  by  re- 
vesting the  properties  formerly  of  the  debtor  in 
the  debtor  company  or  by  transferring  said 
properties  to  a  new  corporation  organized  for 
the  purpose,  and  the  execution  by  the  corpora- 
tion in  which  said  properties  are  vested  of  the 
new  mortgages  and  the  issue  by  it  of  the  new 
securities  contemplated  by  the  plan. 
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"The  method  of  carrying  out  the  plan  shall  be 
determined  by  the  reorganization  committee 
in  its  discretion,  and  the  reorganization  com- 
mittee shall  also  determine,  subject  to  the  ap- 
proval of  the  court,  the  form,  and,  except  as 
herein  otherwise  expressly  provided,  the  pro- 
visions, of  all  mortgages,  bonds,  coupons,  char- 
ters, by-laws,  stock  certificates,  voting  trust 
certificates,  acceptances,  assents,  and  all  other 
instruments  in  the  judgment  of  the  reorganiza- 
tion committee  necessary  or  desirable  in  con- 
nection with  carrying  out  the  plan. 

2.  Pursuant  to  the  foregoing  provisions  of  the 
plan,  your  petitioners  have  determined,  acting  on 
advice  of  counsel,  that  the  debtor  company  should 
be  used  in  carrying  out  and  making  effective  the 
plan  of  reorganization  and  should  execute  the  new 
mortgages  and  issue  the  new  securities  contem- 
plated by  the  plan.  A  separate  petition  is  being 
filed  by  your  petitioners  for  the  approval  by  this 
Court  of  the  use  of  the  debtor  company. 

3.  For  the  purpose  of  putting  into  effect  and 
carrying  out  said  plan  your  petitioners  have  ap- 
proved as  to  substance  and  general  form,  and  sub- 
mit herewith  for  the  approval  of  the  Court,  the 
following : 

(a)  Indenture  relating  to  the  First  Mortgage 
Bonds  contemplated  by  the  plan,  a  printer's  proof 
of  which  is  filed  herewith  as  "Exhibit  A"; 

(b)  Indenture  relating  to  the  General  Mortgage 
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Income  Bonds  contemplated  by  the  plan,  printer's 
proof  of  which  is  filed  herewith  as  "Exhibit  B"; 

4.  The  indenture  relating  to  the  new  First  Mort- 
gage Bonds  (Exhibit  A)  contemplates  the  issuance 
of  bonds  of  Series  A  in  both  coupon  and  registered 
form.  Said  indenture  sets  forth  the  form  of  Series 
A  Coupon  Bond,  which  is  in  the  denomination  of 
$1,000,  the  form  of  interest  coupon  for  Series  A 
Coupon  Bonds,  the  form  of  Series  A  Registered 
Bond,  without  coupons,  and  the  form  of  Trustee's 
Certificate  of  Authentication,  applicable  to  both 
forms  of  bonds.  The  substance  and  general  form  of 
the  foregoing  are  intended  to  be  included  in  the 
submission  for  approval  of  the  Court  hereunder. 

5.  The  indenture  relating  to  the  General  Mort- 
gage Income  Bonds  (Exhibit  B)  contemplates  the 
issuance  of  bonds  of  Series  A  in  registered  form 
only.  It  is  contemplated  that  the  bonds  of  Series  A 
will  be  issued  in  denominations  of  $100,  $500,  $1,000, 
$5,000  and  $10,000,  and  such  other  denominations,  if 
any,  as  may  be  authorized  by  the  Company,  said 
denominations  to  be  interchangeable  except  that  an 
exchange  may  not  be  made  for  bonds  of  a  lesser 
denomination  when  any  such  lesser  denomination 
would  be  less  than  $1,000.  Said  Exhibit  B  sets 
forth  the  form  of  bond  of  Series  A  and  the  form 
of  Trustee's  Certificate  of  Authentication.  The 
substance  and  general  form  of  the  foregoing  are  in- 
tended to  be  included  in  the  submission  for  approval 
of  the  Court  hereunder. 


1 
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6.  The  plan  of  reorganization  of  the  debtor  re- 
quires, and  the  forms  of  new  First  Mortgage  Bonds, 
Series  A,  and  of  new  General  Mortgage  4i/^%  In- 
come Bonds,  Series  A,  contemplate  that  the  new 
bonds  distributed  under  the  plan  of  reorganization 
shall  be  dated  as  of  January  1,  1939.  Petitioners 
have  determined,  subject  to  the  approval  of  the 
Court,  that  the  new  Preferred  Stock,  Series  A,  and 
the  new  common  stock  to  be  issued  upon  consum- 
mation of  the  Plan  should  be  dated  as  of  January 
1,  1944. 

7.  The  form  of  indenture  for  the  General  Mort- 
gage Income  bonds  (Exhibit  B)  submitted  to  the 
Court  herewith  necessarily  includes  (Sec.  5.03)  the 
determinations  made  by  your  petitioners,  subject  to 
the  approval  of  the  Court,  of  the  ^'available  net  in- 
come" of  the  properties  of  the  debtor  during  the 
period  from  January  1,  1939  to  December  31,  1943, 
as  required  by  Subdivision  L  of  the  plan  of  reor- 
ganization and  the  allocation  of  this  income  in  ac- 
cordance with  the  equitable  rights  under  the  plan 
of  the  participating  creditors  who  will  receive  the 
new  securities.  The  plan  clearly  contemplates  that, 
as  between  the  classes  of  interested  creditors,  the 
available  net  income  of  the  debtor  for  any  period 
after  January  1,  1939,  until  the  reorganized  com- 

I  pany  comes  into  ownership  and  possession  of  the 
I  properties  of  the  debtor  shall  be  treated  as  if  the 
I  reorganized  company  had  come  into  such  ownership 
and  possession  of  the  properties  on  January  1,  1939, 
'  and  had  issued  as  of  that  date  the  new  securities  is- 
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suable  under  the  plan,  other  than  the  $10,000,000 
First  Mortgage  Bonds,  Series  A,  and  contemplates 
that  for  the  period  after  January  1,  1939,  until  the 
reorganized  company  comes  into  ownership  and 
possession  of  the  debtor's  properties,  the  persons  to 
whom  the  new  securities  are  issuable  shall  be  en- 
titled to  receive  appropriate  payments  in  lieu  of  the 
interest  and  dividends  to  which  they  would  presum- 
ably have  been  entitled  under  the  provisions  of  the 
plan,  if  the  plan  had  been  consummated  on  January 
1,  1939. 

8.  All  the  securities  to  be  issued  in  this  reorgani- 
zation will  be  issued  to  first  mortgage  bondholders 
and  secured  creditors  of  the  debtor.  No  provision 
is  made  under  the  plan  for  unsecured  creditors  or 
for  owners  of  preferred  or  common  stock  of  the 
debtor  company.  During  the  period  from  January 
1,  1939,  through  the  calendar  year  1943,  the  prop- 
erties of  the  debtor,  which  have  been  under  the 
management  of  the  Trustees  appointed  by  this 
Court,  have  shown  substantial  earnings  which  would 
have  been  available  for  interest  and  dividends.  The 
Reorganization  Committee,  under  its  duty  to  carry 
out  the  plan  pursuant  to  its  terms  and  intent,  and 
subject  to  the  approval  of  this  Court,  has  determined 
that  there  should  be  made  to  said  first  mortgage 
bondholders  and  secured  creditors  at  the  time  they 
surrender  the  obligations  of  the  debtor  which  they 
now^  hold,  and  receive  in  satisfaction  thereof  ih^ 
new  se-curities  authorized  under  the  plan,  certain 
adjustment    payments    in    cash    representing    the 
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amounts  which  said  first  mortgage  bondholders  and 
secured  creditors  might  presumably  have  received 
on  the  new  securities  which  they  are  to  receive  un- 
der the  plan,  if  such  securities  had  actually  been 
in  existence  since  January  1,  1939,  and  payments  of 
interest  and  dividends  made  thereunder. 

9.  In  determining  the  amounts  of  adjustment 
payments  which  it  is  proposed  to  make,  at  the  time 
of  the  consummation  of  the  plan,  to  carry  out  the 
intent  of  the  plan  as  to  recognition  as  between  the 
various  classes  of  creditors  of  their  equitable  right 
to  participate  in  earnings  on  the  same  basis  as  if 
the  new  securities  had  actually  been  issued  on  Jan- 
uary 1,  1939,  your  petitioners  have  reviewed  the 
earnings  records  of  the  properties  of  the  debtor  for 
the  period  from  January  1,  1939,  through  the  cal- 
endar year  1943. 

10.  As  reported  by  the  accounting  department 
maintained  by  the  Trustees  appointed  by  this  Court, 
the  earnings  of  the  estate  of  the  debtor  and  its 
wholly  owned  railway  subsidiaries  in  the  year  1939, 

I  after  capital  fund  requirements  and  before  interest 
I  (other  than  equipment  trust  and  trustees'  certificate 
I  interest) ,  were  $567,407.30,  and  were  therefore  such 
I  that  income  in  that  amount,  viz.  $567,407.30  would 
I  have  been  available,  under  the  provisions  of  the 
'  plan,  for  the  payment  of  interest  on  the  General 
:  Mortgage  Income  Bonds  to  be  issued  upon  consum- 
'  mation  of  the  plan.  The  corresponding  earnings  in 
'  the  year  1940,  amounting  to  $1,707,964.93,  were  such 
■that  income  in  the  amount  of  $954,855  would  have 
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been  available,  under  the  provisions  of  the  plan,  for 
the  payment  of  full  interest  on  the  General  Mort- 
gage Income  Bonds  for  the  year  1940,  income  of 
$387,447.70  for  the  balance  of  unpaid  interest  on 
such  bonds  for  the  year  1939,  income  of  $106,090 
for  sinking  fund  requirements  with  respect  to  such 
bonds  for  the  year  1940,  and  income  in  the  amount  of 
$259,572.23  would  have  been  available  for  the  pay- 
ment of  dividends  on  the  preferred  stock  to  be  issued 
upon  ^consummation  of  the  plan  or  for  other  cor- 
porate purposes.  The  corresponding  earnings  in 
the  year  1941,  amounting  to  $3,650,651.56,  were 
such  that  sufficient  income  would  have  been  available, 
under  the  provisions  of  the  plan,  for  the  payment  of 
full  interest  on  the  General  Mortgage  Income  Bonds, 
the  sinking  fund  requirement  and  a  dividend  of  5% 
on  the  preferred  stock  and  after  such  payments  a 
balance  of  $997,196.56  of  income  available  for  divi- 
dends on  the  common  stock  and  for  other  corporate 
purposes  would  have  remained.  The  corresponding 
earnings  in  the  year  1942,  amounting  to  $9,126,- 
016.98,  were  such  that  sufficient  income  would  have 
been  available,  under  the  provisions  of  the  plan,  for 
the  payment  of  full  interest  on  the  General  Mort- 
gage Income  Bonds,  the  sinking  fund  requirement 
and  a  dividend  of  5%  on  the  preferred  stock,  and 
after  such  payments  a  balance  of  $6,472,561.98,  of 
income  available  for  dividends  on  the  common  stock 
and  for  other  corporate  purposes  would  have  re- 
mained. The  corresponding  earnings  in  the  year 
1943,  amounting  to  $18,683,299.07,  were  such  that 
sufficient  income  would  have  been  available,  under 
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the  provisions  of  the  plan,  for  the  payment  of  full 
interest  on  the  General  Mortgage  Income  Bonds, 
the  sinking  fund  requirement  and  a  dividend  of  5% 
on  the  preferred  stock,  and  after  such  payments  a 
balance  of  $16,029,844.07  of  income  available  for 
dividends  on  the  common  stock  and  for  other  cor- 
porate ]3urposes  would  have  remained.  Attached 
hereto,  as  Exhibit  "C,"  is  a  summary  of  Available 
Net  Income  and  Other  Data  for  the  period  January 
1,  1939  to  December  31,  1943,  inclusive. 

11.  The  above  data  (paragraph  10)  as  to  earn- 
ings after  capital  fund  requirements  and  before  in- 
terest (other  than  equipment  trust  and  trustees' 
certificate  interest)  for  the  period  from  January  1, 
1939  through  the  calendar  year  1943,  are  subject  to 
the  following  comments : 

(a)  The  amounts  of  such  earnings  for  each 
calendar  year  are  showm  after  deducting  the  capital 
fund  requirements,  as  provided  in  the  plan,  without 
application  of  the  over-all  limitation  of  $1,000,000, 
which,  as  provided  in  the  indenture  (Section  5.05) 
relating  to  the  General  Mortgage  Income  Bonds 
(Exhibit  B)  submitted  herewith  for  approval,  has 
been  left  for  adjustment,  in  respect  of  the  cost  of 
capital  investments  during  the  period  between  Jan- 
uary 1,  1939  and  December  31,  1943,  in  the  discre- 
tion of  the  directors  after  the  reorganization. 

(b)  The  amounts  of  such  earnings  for  the  calen- 
dar years  1942  and  1943  are  after  deducting  deferred 

[  maintenance    reserves    charged    to    operating    ex- 
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penses,  namely,  the  respective  amounts  of  $999,082 
and  $1,172,542,  and  amounts  for  amortization  of  road 
defense  projects  charged  to  operating  expenses, 
namely,  the  respective  amounts  of  $63,840.84  and 
$134,412.46. 

(c)  The  amount  of  such  earnings  for  the  calen- 
dar year  1943,  is  before  deduction  of  a  special 
funded  tax  reserve  which  has  been  set  up  in  the 
amount  of  $7,100,000.  However,  after  deduction 
of  such  reserve  there  would  still  remain  the  amount 
of  $11,583,299.07,  which  would  have  been  available, 
under  the  provisions  of  the  plan,  for  the  payment 
of  full  interest  on  the  General  Mortgage  Income 
Bonds,  the  sinking  fund  requirements  and  a  divi- 
dend of  5%  on  the  preferred  stock,  and  after  such 
payment  a  balance  of  $8,929,844.07  available  for 
dividends  on  the  common  stock  and  for  other  cor- 
porate purposes  would  have  remained. 

(d)  The  amount  of  interest  upon  the  General 
Mortgage  Income  Bonds  and  the  amount  of  the 
preferred  stock  dividends  have  been  computed  upon 
the  aggregate  principal  or  par  amounts  of  such  i 
securities  contemplated  under  the  plan  to  be  issued 
in  the  reorganization,  reduced  by  the  minor  amounts 
in  respect  of  the  proposed  cash  payments  referred 
to  under  paragraph  18  hereinbelow. 

(e)  The  aggregate  amount  of  earnings  for  the 
entire  period  from  January  1,  1939,  through  the, 
calendar  year  1943,  which  would  have  been  availablel 
to  pay  interest  to  the  old  first  mortgage  bondholders 
and    secured    creditors    was    $35,434,735.76.      This 
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amount  is  to  be  compared  with  the  aggregate  inter- 
est for  the  period  ($14,437,203.55)  which  such  cred- 
itors entitled  to  participate  under  the  plan  would 
legally  be  entitled  to  receive  under  the  obligations 
of  the  debtor  which  they  hold  but  for  the  provision 
of  the  plan  as  to  equitable  adjustment  on  the  basis 
of  the  new  securities  to  be  issued  on  the  consumma- 
tion of  the  plan. 

(f)  The  properties  of  the  debtor  earned  for  the 
years  specified  below,  after  all  interest  and  pre- 
ferred dividends,  and  available  for  dividends  on  the 
common  stock  and  other  proper  corporate  purposes, 
the  following  approximate  amounts  per  share  of 
common  stock  to  be  issued  under  the  plan : 


Year 

Earnings  per  share 

1941 

$  3.12 

1942 

$20.28 

1943 

$50.24 

In  respect  of  the  year  1943,  if  the  special  tax  re- 
serve, referred  to.  above  in  subparagraph  (c)  of 
this  paragraph  11,  were  to  be  deducted,  the  approx- 
imate earnings  per  share  would  be  $27.99. 

(g)  The  foregoing  amounts  per  share  and  the 
aggregate  amount  set  forth  in  paragraph  13  herein- 
below,  have  been  computed  upon  the  basis  of  the 
!  full  number  of  common  shares  to  be  issued  in  the 
t  reorganization,  as  determined  by  the  decision  of 
i  this  Court  construing  the  plan,  dated  June  21,  1944, 
!  namely,  319,032,767  shares.     This  number  is  sub- 


2190        Western  Pacific  R.B.  Corp.,  et  al.,  vs. 

ject  to  reduction  in  respect  of  the  number  of  shares 
to  be  issued  to  The  Railroad  Credit  Corporation 
depending  upon  the  amount  of  payments  to  that 
Corporation  under  the  marshalling  and  distributing 
plan  of  1931  which  amount  cannot  be  finally  de- 
termined until  the  time  of  the  consummation  of  the 
reorganization. 

12.  In  the  reports  of  October  10,  1938,  and  June 
21,  1939,  filed  by  the  Interstate  Commerce  Commis- 
sion in  connection  with  this  reorganization,  the  Com- 
mission has  clearly  expressed  its  desire  and  pur- 
pose that  the  new  financial  structure  should  include 
only  such  an  amount  of  common  stock  as  might  per- 
mit reasonable  dividends  (sometimes  specified  as 
$3.00  per  share)  to  be  earned  and  paid  thereon  under 
normal  conditions.  The  properties  of  the  debtor 
earned,  during  the  five-year  period  from  January 
1,  1939  to  December  31,  1943,  after  interest,  capital 
fund,  sinking  fund  and  preferred  stock  dividends 
under  the  new  capital  structure,  an  aggregate 
amount  equal  to  approximately  $73.66  per  share 
on  the  proposed  new  common  stock.  However,  these 
earnings  available  for  common  stock  dividends  and 
other  corporate  purposes  occurred  entirely  in  the 
years  1941,  1942  and  1943.  The  plan  provides  that 
not  more  than  $3.00  per  share  with  respect  to  any 
one  year  shall  be  paid  to  the  common  stockholders 
of  the  reorganized  company  without  additional  par- 
ticipation by  the  preferred  stockholders. 

13.  After  full  consideration  of  the  purpose  and 
intent  of  the  plan,  your  petitioners  have  determined 
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and  recommend  to  the  Court  for  approval  that  an 
aggregate  amount  of  $12,684,271.54  be  paid  to  the 
present  first  mortgage  and  secured  creditors,  at  the 
time  of  the  consummation  of  the  plan,  representing 
their  equitable  right  as  provided  in  the  plan  to  par- 
ticipate in  earnings  of  the  properties  during  the 
period  from  January  1,  1939  through  December  31, 
1943,  to  be  paid  at  the  time  they  surrender  the  obli- 
gations of  the  debtor  now  held  by  them  for  the  new 
securities  authorized  under  the  plan. 

14.  The  cash  held  by  the  debtor's  Trustees  is 
such  that,  without  endangering  the  cash  resources 
of  the  reorganized  company,  such  adjustment  pay- 
ments may  be  made  to  such  bondholders  and  secured 
creditors. 

15.  Petitioners  recommend  that  upon  the  distri- 
bution of  the  new  General  Mortgage  4i^%  Income 
Bonds,  Series  A,  Preferred  Stock,  Series  A,  and 
conmion  stock,  under  the  provisions  of  the  plan  of 
reorganization,  the  debtor's  Trustees  make  or  cause 
to  be  made,  through  the  exchange-depositary  to  be 
approved  by  the  Court  by  one  or  more  checks  as 
may  be  convenient,  adjustment  payments  in  cash 
as  follows: 

(a)  with  each  General  Mortgage  41/2%  In<?ome 
Bond,  Series  A,  issued  and  distributed  under  the 
plan,  a  cash  payment  of  221/2%  of  the  principal 
amount  thereof; 

(b)  with  each  share  of  Preferred  stock,  Series 
A,  issued  and  distributed  under  the  plan,  a  cash 
payment  of  $15.82;  and 
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(c)  with  each  share  of  common  stock,  issued 
and  distributed  under  the  plan,  a  cash  payment  of 
$9.00. 

16.  Your  petitioners  do  not  recommend  that  cash 
payments  be  made  with  the  scrip  certificates  for 
the  General  Mortgage  4%%  Income  Bonds  or  with 
the  scrip  certificates  for  preferred  and  common 
stock,  but  recommend  that  provision  be  made  for 
a  deposit  of  sufficient  funds  with  an  agent  to  be 
approved  by  the  Court  for  payments  corresponding 
in  amounts  and  percentages  to  those  stated  in  para- 
graph 15  hereof,  when  such  scrip  is  exchanged  for 
General  Mortgage  41/2%  Income  Bonds,  Preferred 
Stock  and  Common  Stock,  respectively. 

17.  The  plan  of  reorganization  of  the  debtor 
provides  in  subdivision  P.  for  the  issuance  of  a 
specific  amount  or  number  of  bonds  and  shares  of 
stock  to  the  various  creditors  entitled  to  participate 
under  the  plan.  In  order  to  satisfy  the  require- 
ments, it  mil  be  necessar}^,  in  the  instance  of  the 
General  Mortgage  41/0%  Income  Bonds,  Series  A, 
the  Preferred  Stock,  Series  A,  and  the  common  stock 
to  be  issued  under  the  plan,  to  provide  bond  and 
stock  scrip.  The  form  and  substance  of  such  scrip 
will  be  submitted  later  for  the  approval  of  this 
Court.  At  this  time,  however,  your  petitioners  have 
determined,  subject  to  the  approval  of  the  Court, 
that  the  scrip  for  said  bonds  and  the  scrip  for  said 
Preferred  Stock  should  be  limited  in  each  case  to 
one  denomination  or  par  amount;  namely,  $20,  and 
that  the  scrip  for  said  common  stock  should  be  for 


I» 
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a  number  of  fractions  of  a  share  which  would  not  be 
fixed  but  would  be  filled  in  when  issued  with  appro- 
priate fractions  of  not  less  than  thousandths  of  a 
share. 

18.  In  the  event  the  denomination  and  par 
amount  of  the  foregoing  bond  and  preferred  stock 
scrip  are  limited  to  $20,  the  requirements  of  The 
Railroad  Credit  Corporation  and  the  A.  C.  James 
Co.  under  subdivision  P.  of  the  plan  cannot  be  satis- 
fied exa<?tly  by  the  issuance  of  such  scrip.  Further- 
more, the  aggregate  principal  amount  of  Series  A 
bonds  to  be  issued  under  the  plan,  namely  $21,219,- 
075,  does  not  enable  a  complete  issuance  of  bonds  in 
denominations  the  lowest  of  which  is  $100.00.  Simi- 
larly the  aggregate  par  value  of  the  Series  A  Pre- 
ferred Stock  to  be  issued  under  the  plan,  namely, 
$31,850,297,  does  not  enable  a  complete  issuance  of 
full  shares  where  as  in  this  instance  the  par  value  is 
$100.  Accordingly  your  petitioners  propose,  sub- 
ject to  the  approval  of  the  Court,  to  provide  for  the 
issuance  of  an  aggregate  principal  amount  of  Gen- 
eral Mortgage  41/2%  Income  Bonds,  Series  A,  of 
I  $21,219,000  and  for  the  issuance  of  Preferred  Sto<?k, 
I  Series  A  in  the  aggregate  par  value  of  $31,850,200. 
I  Your  petitioners  have  determined  in  this  connec- 
jtion,  subject  to  the  approval  of  the  Court,  that  the 
aggregate  principal  amount  of  Series  A  of  said 
jbonds  should  be  fixed  at  the  amount  of  $21,219,000, 
ithe  amount  shown  in  the  indenture  relating  to  said 
jbonds  (Exhibit  B)  and  that  the  total  number  of 
[shares  in  Series  A  of  said  preferred  stock  should  be 


2194        Western  Pacific  R.R.  Corp.,  et  al.,  vs. 

fixed  at  318,502  shares.  Your  petitioners  propose, 
further,  subject  to  the  approval  of  the  Court,  to 
make  the  necessary  adjustments,  so  that  the  total 
amoimt  of  said  Series  A  Bonds  and  the  total  par 
value  of  said  Series  A  Preferred  Stock  issued  to  all 
claimants  under  the  plan  (including  bonds  and  stock 
issued  to  cover  scrip)  will  equal  the  foregoing  ag- 
gregate principal  and  par  amounts,  by  reducing  the 
amount  of  Series  A  Bonds  and  Series  A  Preferred 
Stock  to  be  issued  to  The  Railroad  Credit  Corpora- 
tion and  the  A.  C.  James  Co.,  with  payments  of  the 
difference  in  cash  as  follows: 

Income  Bonds  Preferred  Stock  Total 

Per  Plan  Proposed     Per  Plan  Proposed  Cash 

The  Railroad  $154,111  $154,080     $241,681  $241,640  in  stock 
Credit  Corporation         in  bonds 

31  in  41  in  cash         $  72 

cash 
A.  C.  James     $163,724  $163,680     $256,756  $256,700  in  stock 
Co.  in  bonds 

44  in  56  in  cash  100 

cash  

$172 

Wherefore,  your  petitioners  pray  for  the  order 
of  this  Court : 

(a)  Approving,  in  substance  and  general  form, 
the  Indenture  relating  to  the  First  Mortgage  Bonds 
contemplated  by  the  plan  of  reorganization  of  the 
debtor,  a  printer's  proof  of  which  is  filed  herewith 
as  ''Exhibit  A,"  subject  to  such  minor  changes  as 
the  Reorganization  Committee,  upon  advice  of  coun- 
sel, may  deem  advisable ; 

(b)  Approving,  in  substance  and  general  form, 
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the  Indenture  relating  to  the  General  Mortgage  In- 
come Bonds  contemplated  by  the  plan  of  reorganiza- 
tion of  the  debtor,  a  printer's  proof  of  which  is  filed 
herewith  as  "Exhibit  B,"  subject  to  such  minor 
changes  as  the  Reorganization  Committee,  upon  ad- 
vice of  counsel,  may  deem  advisable ; 

(c)  Approving  in  substance  and  general  form, 
the  bonds,  interest  coupon  and  trustee's  certificates 
of  authentication,  the  forms  of  which  are  set  forth 
in  said  Exhibits  "A"  and  "B,"  subject  to  such 
minor  changes  as  the  Reorganization  Committee, 
upon  advice  of  counsel,  may  deem  advisable; 

(d)  Approving  the  recommendation  of  your  peti- 
tioners that  First  Mortgage  Bonds,  Series  A,  and 
General  Mortgage  4i/2%  Income  Bonds,  Series  A, 
to  be  issued  pursuant  to  the  plan,  be  dated  as  of 
January  1, 1939,  and  that  Preferred  Stock,  Series  A, 
and  common  stock,  to  be  issued  pursuant  to  the 
plan,  be  dated  as  of  January  1,  1944; 

(e)  Approving  the  recommendation  of  your  pe- 
titioners, and  directing  the  Trustees  of  the  debtor's 
estate,  at  the  time  of  the  consummation  of  the  plan, 
to  make  the  adjustment  pajrments  in  cash,  set  forth 
in  paragraphs  15  and  16  hereof,  in  the  aggregate 
amount  of  $12,684,271.54; 

(f )  Approval  of  the  fixing  of  the  aggregate  prin- 
cipal amount  of  Series  A  of  the  General  Mortgage 
Income  Bonds  at  the  amount  of  $21,219,000  and  the 
total  number  of  shares  in  Series  A  of  the  Preferred 
Stock  at  318,502  shares,  and  the  issuance  of  only 
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said  aggregate  principal  amount  of  said  bonds  and 
said  total  number  of  shares  of  said  stock  in  fulfill- 
ment of  the  requirements  of  the  plan  of  reorgani- 
zation of  the  debtor. 

(g)  Approving  the  issuance  of  scrip  in  respect 
of  General  Mortgage  4^%  Income  Bonds,  Series  A 
and  scrip  in  respect  of  Preferred  Stock,  Series  A, 
only  in  denomination  and  par  value,  respectively,  of 
$20,  and  the  issuance  of  scrip  with  respect  to  com- 
mon stock  in  the  form  of  open  or  blank  denomina- 
tion to  be  filled  in  when  issued  with  appropriate 
fractions  of  not  less  than  thousandths  of  a  share. 

(h)  Approval  of  the  adjustments  in  the  amount 
of  General  Mortgage  Income  Bonds  and  Preferred 
Stock  to  be  issued  to  The  Eailroad  Credit  Corpora- 
tion and  A.  C.  James  Co.  and  the  cash  payments  to 
said  creditors  as  proposed  in  paragraph  18  hereof. 

(i)  Granting  such  other  and  further  relief  as 
may  be  proper  in  the  premises. 

Respectfully  submitted, 

WHITMAN,  RANSOM, 
COULSON  &  GOETZ, 

/s/  WHITMAN,  RANSOM, 
COULSON  &  GOETZ, 

/s/  PILLSBURY,  MADISON, 
SUTRO, 

Counsel  for  Petitioners. 
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State  of  New  York, 
County  of  New  York — ss. 

Robert  E.  Coiilson,  being  duly  sworn,  deposes  and 
says: 

That  he  is  a  member  of  the  Reorganization  Com- 
mittee of  The  Western  Pacific  Railroad  Company; 
that  he  has  read  the  foregoing  petition  and  knows 
the  contents  thereof  and  the  same  is  true  of  his  own 
knowledge,  except  as  to  the  matters  which  are 
therein  stated  to  be  alleged  on  information  and  be- 
lief and  that  as  to  those  matters  he  believes  it  to 
be  true. 

/s/  ROBERT  E.  COULSON. 

Sworn  to  before  me  this  18th  day  of  August,  1944. 

[Seal) :  /s/  BEATRICE  C.  CUNNINGHAM, 
Notary  Public,  New  York  County,  N.  Y.  Co.  Clk's 
No.  212  Reg.  No.  426C6,  Kings  Co.  Clk's  No.  173 
Reg.  No.  319C6,  Bronx  Co.  Clk's  No.  38  Reg. 
No.  140C6,  Queens  Co.  Clk's  No.  757  Reg.  No. 
20906,   Certificate   filed   in  Richmond   County. 

Commission  Expires  March  30,  1946. 
Original  Filed  U.S.D.C.  August  23,  1944. 
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EXHIBIT  No.  23-B 

In  the  District  Court  of  the  United  States  for  the 
Northern  District  of  California  Southern  Divi- 
sion 

No.  26591-S 

In  the  Matter  of 

THE  WESTERN  PACIFIC  RAILROAD 
COMPANY, 

Debtor. 

ORDER  APPROVING  AND  AUTHORIZING 
MORTGAGE  INDENTURES,  FORMS  OF 
BONDS,  INTEREST  COUPONS,  ETC.;  AD- 
JUSTMENT PAYMENTS  TO  PERSONS 
TO  WHOM  NEW  SECURITIES  ARE  ISSU- 
ABLE UNDER  THE  PLAN  AND  OTHER 
MATTERS 

The  petition  filed  August  23,  1944,  by  Frederick 
H.  Ecker,  Frank  C.  Wright  and  Robert  E.  Coulson, 
the  Reorganization  Committee  designated  to  put  into 
effect  and  carry  out  the  plan  of  reorgnization  of 
the  debtor  above  named,  for  an  order  approving  and 
authorizing:  indentures  relating  to  First  Mortgage 
Bonds  and  General  Mortgage  Income  Bonds,  in- 
cluding forms  of  Bonds,  form  of  Interest  Coupon 
and  forms  of  Trustees'  Certificates  of  Authentica- 
tion; adjustment  payments  to  persons  to  whom  new 
securities  are  issuable  in  respect  of  the  period  Jan- 
uary 1,  1939  to  December  31,  1943,  inclusive;  the 
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aggregate  principal  amount  of  General  Mortgage 
Income  Bonds  to  constitute  Series  A,  the  aggregate 
par  value  and  number  of  shares  of  Preferred  Stock 
to  constitute  Series  A,  and  adjustments  in  the  ag- 
gregate amount  of  said  bonds  and  the  aggregate 
par  value  of  said  stock  to  be  issued  under  the  plan ; 
the  denominations,  respectively,  of  General  Mort- 
gage Income  Bond  Scrip  of  Series  A,  Preferred 
Stock  Scrip  of  Series  A,  and  Common  Stock  Scrip ; 
and  adjustments  in  the  amount  of  General  Mort- 
gage Income  Bonds  of  Series  A  and  Preferred  Stock 
of  Series  A  to  be  issued  to  The  Railroad  Credit  Cor- 
poration and  A.  C.  James  Co.,  duly  came  on  to  be 
heard  and  was  heard  September  25,  1944,  and  has 
been  submitted. 

The  Court  being  fully  advised  in  the  premises 
finds  that  notice  of  the  hearing  upon  said  petition 
lias  been  given  as  prescribed  by  the  order  of  this 
Court  dated  and  filed  August  23,  1944,  and  that  all 
of  the  allegations  and  representations  contained  in 
the  petition  are  true  except  for  certain  minor  cor- 
rections made  and  noted  at  the  hearing  on  Septem- 
ber 25,  1944.    The  Court  further  finds  and  concludes : 

(a)  The  proposed  indenture  relating  to  the  First 
Mortgage  Bonds  contemplated  by  the  i)lan  (Exhibit 
I  "A"  filed  with  the  petition),  with  the  corrections 
and  changes  submitted  by  petitioners  at  the  hearing 
on  September  25,  1944,  and  the  denomination  and 
'form  of  Series  A  Coupon  Bond,  the  form  of  Inter- 
|est  Coupon  for  Series  A  Coupon  Bonds,  the  form 
of  Series  A  Registered  Bond  without  coupons,  and 


2200        Western  Pacific  R.R.  Corp.,  et  al.,  vs. 

the  form  of  Trustee's  Certificate  of  Authentication 
applicable  to  both  forms  of  bonds,  all  as  set  forth  in 
said  Exhibit  "A,"  are  consistent  with  the  plan  of 
reorganization  and  appropriate  for  carrying  out 
and  making  effective  the  plan  and  should  be  ap- 
proved ; 

(b)  The  proposed  indenture  relating  to  the 
General  Mortgage  Income  Bonds  contemplated  by 
the  plan  (Exhibit  ''B"  filed  with  the  petition),  with 
the  corrections  and  changes  submitted  by  petitioners 
at  the  hearing  on  September  25,  1944,  and  the  de- 
nominations and  form  of  Series  A  Registered  Bond 
and  the  form  of  Trustee's  Certificate  of  Authentica- 
tion set  forth  in  said  Exhibit  ''B,"  are  consistent 
with  the  plan  of  reorganization  and  appropriate  for 
carrying  out  and  making  effective  the  plan  and 
should  be  approved ; 

(c)  The  mortgage  indentures  should  be  dated  as 
of  January  1,  1939,  as  provided  in  the  plan  of  reor- 
ganization; the  First  Mortgage  Bonds,  Series  A, 
should  be  dated  as  of  January  1,  1939 ;  the  General 
Mortgage  4^/2%  Income  Bonds,  Series  A,  should  be 
dated  as  of  January  1,  1939 ;  and  the  new  Preferred 
Stock,  Series  A,  and  the  new  common  stock  to  be 
issued  upon  consummation  of  the  plan  should  be 
dated  as  of  January  1,  1944 ; 

(d)  The  available  net  income  of  the  debtor  and 
its  subsidiaries  for  the  years  1939  to  1943,  inclusive, 
determined  under  the  provisions  of  Subdivision  L 
of  the  plan,  is  as  follows : 
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1939    $  1,017,478.91 

1940    2,156,001.35 

1941    4,093,588.31 

1942    9,484,368.12 

1943    18,703,511.00 

Total    $35,454,947.69 

Upon  the  consummation  of  the  plain  an  amount 
equivalent  to  such  available  net  income  should  be 
applied  as  directed  in  ordering  paragraphs  5  and  6 
hereinbelow ; 

(e)  The  cash  held  by  the  debtor's  Trustees  is 
such  that,  without  endangering  the  cash  resources 
of  the  reorganized  company,  the  adjustment  pay- 
ments recommended  by  the  Reorganization  Commit- 
tee may  be  made  to  the  existing  first  mortgage  bond- 
holders and  secured  creditors  of  the  debtor; 

(f)  The  determination  and  recommendation  of 
the  Reorganization  Committee  that  adjustment  pay- 
ments in  cash  in  the  aggregate  amount  of  approxi- 
mately $12,681,086.52  be  made  to  the  present  first 
mortgage  bondholders  and  secured  creditors  of  the 
debtor  at  the  time  of  the  consummation  of  the  plan, 
are  in  accordance  with  the  plan  of  reorganization 
and  appropriate  and  should  be  approved;  and  pay- 
ments corresponding  in  amounts  and  percentages 
to  those  recommended  in  paragraph  15  of  the  peti- 
tion should  also  be  made  at  the  time  of  the  consum- 
mation of  the  plan  with  the  scrip  certificates  issued 
for  General  Mortgage  41/0%  Income  Bonds,  Series 
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A,  Preferred  Stock,  Series  A,  and  Common  Stock, 
to  the  nearest  cent  in  the  case  of  each  such  bond- 
holder and  secured  creditor; 

(g)  The  determination  and  recommendation  of 
the  Reorganization  Committee  that  the  scrip  certifi- 
cates for  General  Mortgage  4%%  Income  Bonds, 
Series  A,  and  the  scrip  certificates  for  Preferred 
Stock,  Series  A,  be  issued  only  in  denominations  of 
$20  and  one-fifth  of  a  share,  respectively,  and  that 
the  scrip  certificates  for  common  stock  should  be  for 
a  fraction  of  a  share  Avhich  would  not  be  fixed  but 
would  be  filled  in  when  issued  with  appropriate  frac- 
tions of  not  less  than  thousandths  of  a  share,  are 
consistent  with  the  plan  of  reorganization  and  ap- 
propriate and  should  be  approved ; 

(h)  The  determination  and  recommendation  of 
the  Reorganization  Committee  that  the  aggregate 
principal  amount  of  General  Mortgage  4^2%  Income 
Bonds,  Series  A,  to  be  issued  in  the  reorganization 
be  fixed  at  $21,219,000,  that  the  aggregate  par  value 
of  Preferred  Stock,  Series  A,  to  be  issued  in  the  re- 
organization be  fixed  at  $31,850,200,  imder  the  pro- 
visions of  the  plan,  and  that  a  cash  pajrment  of  $72 
be  made  to  The  Railroad  Credit  Corporation  and  a 
cash  payment  of  $100  be  made  to  A.  C.  James  Co., 
with  corresponding  reductions  in  the  aggregate 
amounts  of  said  bonds  and  stocks  to  avoid  the  issu- 
ance of  such  bonds  in  denominations  of  less  than 
$100  and  of  fractional  shares  of  such  preferred 
stock,  are  consistent  with  the  plan  and  appropriate 
and  should  be  approved. 
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Now,  Therefore,  It  Is  Hereby  Ordered,  Adjudged 
and  Decreed 

1.  That  the  indenture  relating  to  the  First  Mort- 
gage Bonds  contemplated  by  the  plan  of  reorganiza- 
tion (Exhibit  "A"  filed  with  the  petition),  with  the 
corrections  and  changes  submitted  by  the  petitioners 
at  the  hearing  on  September  25,  1944,  and  the  form 
and  denomination  of  Series  A  Coupon  Bond,  the 
form  of  Interest  Coupon  for  Series  A  Coupon  Bonds, 
the  form  of  Series  A  Registered  Bond  without  cou- 
pons, and  the  form  of  Trustee's  Certificate  of  Au- 
thentication, all  as  set  forth  in  said  Exhibit  "A," 
be  and  hereby  are  approved  as  to  substance  and 
general  form  subject  to  such  minor  changes  as  the 
Reorganization  Committee,  upon  advice  of  counsel, 
may  deem  advisable; 

2.  That  the  indenture  relating  to  the  General 
Mortgage  Income  Bonds  contemplated  by  the  plan 
of  reorganization  (Exhibit  "B"  filed  with  the  peti- 
tion) with  the  corrections  and  changes  submitted 
by  petitioners  at  the  hearing  on  September  25,  1944, 
and  the  form  and  denomination  of  Series  A  Regis- 
tered Bond  and  the  form  of  Trustee's  Certificate 
of  Authentication  set  forth  in  said  Exhibit  "B,"  be 
and  hereby  are  approved  as  to  substance  and  general 
form  subject  to  such  minor  changes  as  the  Reorgani- 
zation Committee,  upon  advice  of  counsel,  may  deem 
advisable ; 

j  3.  That  the  determination  and  recommendation 
iof  the  Reorganization  Committee  that  First  Mort- 
gage Bonds,  Series  A,  be  dated  as  of  January  1, 
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1939,  that  General  Mortgage  4^%  Income  Bonds 
be  dated  as  of  January  1,  1939,  and  that  Preferred 
Stock,  Series  A,  and  the  common  stock  to  be  issued 
pursuant  to  the  plan  be  dated  as  of  January  1,  1944, 
be  and  hereby  are  approved ; 

4.  That  the  issuance  of  scrip  certificates  in  re- 
spect of  General  Mortgage  4i/^%  Income  Bonds, 
Series  A,  and  scrip  certificates  in  respect  of  Pre- 
ferred Stock,  Series  A,  only  in  denominations,  re- 
spectively, of  $20  and  one-fifth  of  a  share,  and  the 
issuance  of  scrip  certificates  with  respect  to  com- 
mon stock  in  the  form  of  open  or  blank  denomina- 
tion to  be  filled  in  when  issued  with  appropriate 
fractions  of  not  less  than  thousandths  of  a  share, 
be  and  hereby  are  approved ; 

5.  That  the  Trustees  of  the  debtor's  estate  be 
and  hereby  are  directed  to  make  or  cause  to  be 
made  at  the  time  of  the  consummation  of  the  plan, 
through  the  exchange  depositary  to  be  approved 
by  the  Court,  in  such  manner  as  may  be  convenient, 
adjustment  payments  in  cash,  in  the  aggregate 
amount  of  $12,681,086.52,  or  such  lesser  or  greater 
amount  as  may  be  required  to  make  payments  to 
individual  creditors  to  the  nearest  cent,  and  in  such 
individual  amount  or  amounts  as  shall  equal  the  j 
total  of  or  each  of  the  following,  as  the  Reorganiza- 
tion Committee  may  determine: 

(a)  with  each  General  Mortgage  4%%  Income 
Bond,  Series  A,  issued  and  distributed  under  the 
plan,  a  cash  payment  of  22%%  of  the  principal 
amount  thereof; 
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(b)  with  each  share  of  Preferred  Stock,  Series 
A,  issued  and  distributed  under  the  plan,  a  cash 
payment  of  $15.81 ; 

(c)  with  each  share  of  common  stock,  issued 
and  distributed  under  the  plan,  a  cash  pajnnent  of 
$9.00;  and 

(d)  with  scrip  certificates  for  General  Mortgage 
41/2%  Income  Bonds,  Series  A,  Preferred  Stock, 
Series  A,  and  common  stock,  issued  and  distributed 
under  the  plan,  payments  corresponding  in  amounts 
and  percentages  to  those  directed  in  this  paragraph 
to  be  made  with  such  Bonds,  Preferred  Stock  and 
common  stock,  respectively; 

6.  That  the  balance  of  the  available  net  income 
of  the  debtor  and  its  subsidiaries  for  the  years  1939 
to  1943,  inclusive,  remaining  after  the  payments  di- 
rected in  paragraph  5  hereof,  be  applied  as  follows : 

(a)  $1,699,395.92  to  be  credited  by  the  reorgan- 
ized company  to  the  capital  fund  account  within 
thirty  days  after  the  consummation  of  the  plan, 
provided,  however,  that  such  accoimt  shall  be  re- 
duced prior  to  or  at  the  end  of  such  thirty-day 
period  to  $1,000,000  either  by  proper  charges  to  such 
account,  under  the  provisions  of  the  plan,  or  by 
reducing  said  account  by  the  amount  of  the  excess 
over  $1,000,000; 

(b)  $424,360  to  be  applied  to  the  making  of  the 
sinking  fund  payments  required  by  subdivision  L 
of  the  plan  in  respect  of  the  General  Mortgage  41/0% 
Income  Bonds,  Series  A ;  and 
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(c)  $20,659,938.92,  or  the  remaining  balance  of 
said  available  net  income,  to  be  applied  to  any 
proper  corporate  purpose  of  the  reorganized  com- 
pany; 

7.  That  the  aggregate  principal  amount  of  Series 
A  of  General  Mortgage  Income  Bonds  be  fixed  at 
$21,219,000,  and  that  the  total  number  of  shares 
in  Series  A  of  the  Preferred  Stock  be  fixed  at  318,- 
502  shares  of  the  par  value  of  $100  each,  and  that 
$21,219,000  principal  amount  of  said  bonds  and 
318,502  shares  of  said  Preferred  Stock  be  issued  in 
fulfillment  of  the  requirements  of  the  plan  of  reor- 
ganization : 

8.  That  The  Railroad  Credit  Corporation  receive, 
in  fulfillment  of  the  requirements  of  paragraph  4  of 
Subdivision  P  of  the  plan  of  reorganization,  $154,- 
080  General  Mortgage  41/^ %  Income  Bonds,  Series 
A,  $241,640  Preferred  Stock,  Series  A,  not  more 
than  35,425  shares  of  common  stock  and  cash  in  the 
amount  of  $72.00 ;  and 

9.  That  A.  C.  James  Co.  receive,  in  fullfillment 
of  the  requirements  of  paragraph  5  of  Subdivision  P 
of  the  plan  of  reorganization,  $163,680  General 
Mortgage  41/2%  Income  Bonds,  Series  A,  $256,700 
Preferred  Stock,  Series  A,  37,635  shares  of  common 
stock  and  cash  in  the  amount  of  $100.00. 

Dated  Sept.  25,  1944. 

/s/  A.  F.  ST.  SURE, 
District  Judge. 

[Endorsed] :     Filed  April  6,  1949. 
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[Endorsed]:  No.  12506.  United  States  Court 
of  Appeals  for  the  Ninth  Circuit.  Western  Pacific 
Eailroad  Corporation  and  Alexis  I.  duP.  Bayard, 
Receiver,  Appellants,  vs.  Western  Pacific  Railroad 
Company,  Sacramento  Northern  Railway,  Tide- 
water Southern  Railway,  Deep  Creek  Railroad 
Company,  the  Western  Realty  Company,  the 
Standard  Realty  and  Development  Company  and 
Delta  Finance  Co.,  Ltd.,  Appellees.  Meredith  H. 
Metzger,  Henry  Overman  and  J.  S.  Parlee  &  Co., 
Inc.,  Appellants,  vs.  Western  Pacific  Railroad  Com- 
pany, Sacramento  Northern  Railway,  Tidewater 
Southern  Railway,  Deep  Creek  Railroad  Company, 
the  Western  Realty  Company,  the  Standard  Realty 
and  Development  Company  and  Delta  Finance  Co., 
Ltd.,  Appellees.  Supplemental  Transcript  of  Rec- 
j  ord.  Appeals  from  the  United  States  District  Court 
'for  the  Northern  District  of  California,  Southern 
!  Division. 

j     Filed  March  20,  1950. 

/s/    PAUL  P.  O'BRIEN, 

i  Clerk  of  the  United  States  Court  of  Appeals  for  the 
Ninth  Circuit. 
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No.  12,506 

IN  THE 


United  States 
Court  of  Appeals 

For  the  Ninth  Circuit 


THE  WESTERN  PACIFIC  RAILROAD  CORPORATION  and 
ALEXIS  I.  duP.  BAYARD,  Receiver, 

Plaintiffs   and  Appellants, 
and 

MEREDITH  H.  METZGER,  HENRY  OFFERMAN  and  J.  S. 
FARLEE  &  CO.,  INC.,  a  corporation, 

Interveners  and  Appellants, 
vs. 

THE  WESTERN  PACIFIC  RAILROAD  COMPANY,  SACRA- 
MENTO NORTHERN  RAILWAY,  TIDEWATER  SOUTHERN 
RAILWAY,  DEEP  CREEK  RAILROAD  COMPANY,  THE 
WESTERN  REALTY  COMPANY,  THE  STANDARD  REALTY 
AND  DEVELOPMENT  COMPANY  and  DELTA  FINANCE 
CO.,  LTD., 

Defendants  and  Appellees. 

Opening  Brief  of  Appellants 

The  Western  Pacific  Railroad  Corporation 

and  Alexis  I.  duP.  Bayard,  Receiver 
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tion and  Alexis  I.  duP.  Bayard,  Receiver, 
Plaintiffs  and  Appellants, 
and 

Meredith  H.  Metzger,  Henry  Offerman 
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Interveners  and  Appellants, 
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Railroad  Company,  The  Western  Real- 
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Development  Company  and  Delta  Fi- 
nance Co.,  Ltd., 

Defendants  and  Appellees. 


Opening  Brief  of  Appellants 

The  Western  Pacific  Railroad  Corporation 

and  Alexis  I.  duP.  Bayard,  Receiver 


JURISDICTION 

This  is  an  appeal  from  a  final  judgment  of  the  District  Court 
:    the    Northern    District    of    California,    Southern    Division, 


2 

entered  January  13,  1950  (324).  Notice  of  appeal  was  filed 
February  8,  1950  (326). 

The  jurisdiction  of  the  District  Court  was  invoked  under  28 
U.S.C.  Sec.  1332.  Appellant  The  Western  Pacific  Railroad  Corpo- 
ration (plaintiff  below)  is  a  Delaware  corporation,  and  the 
appellees  (defendants  below)  are  California  corporations,  except 
that  The  Western  Realty  Company  and  Deep  Creek  Railroad 
Company  are  respectively  corporations  of  the  States  of  Colorado 
and  Utah  (Complaint,  6;  Answers,  12,  117,  118).  The  appellants 
Metzger,  Offerman  and  Farlee  were  interveners  below.  They 
were  stockholders  of  plaintiff,  presenting  no  claims  of  their  own 
and  their  interest  is  identical  with  that  of  plaintiff.  Appellant 
Bayard,  Receiver,  is  a  citizen  of  Delaware  and  was  appointed 
receiver  by  the  Chancery  Court  of  Delaware  (292,  293) . 

The  amount  in  controversy  exceeds  $3,000,  exclusive  of  interest 
and  costs   (Complaint,  6;  Supp.  Complaint,  208-231). 

The  jurisdiction  of  this  Court  is  invoked  under  28  U.S.C 
1291  and  1294(1). 

STATEMENT  OF  THE  CASE 
I.     Nature  of  the  Case 

In  this  action  plaintiff  The  Western  Pacific  Railroad  Corpo. 
tion  seeks  to  compel  the  principal  defendant  to  account  for 
$17,201,739  federal  tax  benefit  derived  from  the  utilization 
that  defendant  of  a  right  belonging  to  plaintiff.  This  benefit  wai 
obtained  by  that  defendant  by  causing  consolidated  income  ta:| 
returns  to  be  filed  by  plaintiff  wherein  a  $75,000,000  loss  incurre 
by  the  plaintiff  was  used  to  offset  the  defendant's  taxable  income 
As  a  consequence,  taxes  otherwise  payable  by  the  defendant  wer  * 


All  emphasis  is  supplied  unless  otherwise  indicated. 

References  to  pages  of  the  transcript  are  shown  by  the  page  number  i 
parenthesis:  (  ). 

Exhibits  are  indicated  thus:  Plaintiff's  (P  );  Defendants'  (D  ),  tli 
number  of  the  exhibit  following  the  letter. 

When  the  page  of  the  record  for  an  exhibit  is  given,  it  is  shown  b 
the  page  number  preceding  the  letter  indicating  the  party  whose  exhib 
it  is,  with  the  number  of  the  exhibit  following  the  letter,  thus:   (     P     ) 
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iischarged.  The  court  below  found  the  amount  of  the  tax  bene- 
it  which  defendant  obtained  by  use  of  plaintiffs  loss  to  be  $17,- 
J01,739  (267).  For  convenience,  this  will  be  referred  to  as 
^17,000,000. 

^  The  court  entered  judgment  for  the  defendant  without  costs 
|323-325).  It  rendered  an  opinion  (258)  reported  in  85  F. 
lupp.  868,  which  it  adopted  as  its  findings  (319). 

Until  April  30,  1944,  the  plaintiff,  for  convenience  called 
he  Corporation,  owned  all  of  the  capital  stock  of  the  principal 
lefendant,  The  Western  Pacific  Railroad  Company,  an  operating 
ailroad  company,  for  convenience  called  the  defendant  or  the 
)perating  Company.^  For  this  stock  the  plaintiff  had  invested 
75,000,000  in  the  Operating  Company  (262). 

In  1935,  the  Operating  Company  was  in  financial  difficulties, 
nd  went  in  bankruptcy  under  Section  77  of  the  Bankruptcy  Act,^ 
1  proceedings  in  the  court  below  (1908).  Trustees  were  ap- 
ointed  by  the  bankruptcy  court  in  September,  1935  (1916), 
ad  remained  in  possession  until  December  29,  1944  (see  p.  26,' 
ifra).  The  term  "defendant"  or  "Operating  Company"  as  used 
I  this  brief  includes  the  trustees  during  that  period. 
I  In  1939,  the  Interstate  Commerce  Commission  proposed  and 
^proved  a  plan  of  reorganization.  In  this  plan  the  Commission 
)und  that  the  Corporation's  stock  in  the  Operating  Company 
as  without  equity  or  value  and  was  not  entitled  to  participate 
.  the  reorganization.^  The  bankruptcy  court  approved  the  Com- 


Six  additional  defendants  are  named  in  the  pleadings  but  for  practical 
eposes  may  be  ignored.  Four  were  wholly  owned  subsidiary  companies 

the  Operating  Company  when  the  tax  returns  were  filed,  and  all  still 
cupy  that  status.  Another,  Western  Realty  Company,  was  wholly  owned 

plaintiff.  Its  financial  stake  in  this  action  cannot  exceed  $11  240  The 
^enth  defendant  was  wholly  owned  by  Western  Realty  and  is  now 
lOlly  owned  by  the  Operating  Company. 

The  corporate  relationships  of  the  parties  are  shown  on  a  chart  (P  1 ) 
rjinting  of  this  exhibit  in  the  record  was  dispensed  with  by  order  of  this 
<'urt  (2175),  but  it  is  reproduced  at  the  end  of  this  brief. 
-11  U.S.C.  205. 
■Western  Pacific  R.  Co.  ReorganizaUon,  233  I.C.C.  409,  452. 
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mission  plan  (I666  P.  8).  The  Corporation  appealed,  and  on 
November  28,  1941,  this  Court  reversed  the  bankruptcy  court.* 
On  March  15,  1943,  the  Supreme  Court  reversed  this  Court  and 
affirmed  the  bankruptcy  court's  approval  of  the  plan.^ 

By  this  decision  of  the  Supreme  Court,  on  March  15,  1943,  the 
$75,000,000  investment  of  the  Corporation  in  the  Operating 
Company  was  wiped  out. 

The  Corporation  had  no  other  substantial  assets,  and  on 
October  19,  1949,  was  placed  in  receivership  in  Delaware  on  peti- 
tion of  the  Attorney  General  of  that  state  (292).  On  motion  of 
the  Corporation  (289),  the  receiver,  Alexis  I.  duP.  Bayard,  was 
joined  as  a  party  plaintiff  in  the  present  case  on  November  28, 
1949  and  is  one  of  the  appellants  (317) . 

The  real  parties  in  interest  on  the  plaintiff's  side  are  its  4,700  ■ 
stockholders,  living  all  over  the  United  States,  more  than  1,000 
of  them  in  California   (659).    It  was  they  who  had  invested 
$110,000,000   in   its   stock,*'   and  it  in   turn  had  invested  over 
$75,000,000  in  the  stock  of  the  Operating  Company. 

Any  recovery  by  plaintiff  will  go  to  the  receiver  for  the  benefit  ■ 
of  plaintiff's  preferred  stockholders.'^ 

At  the  request  of  the  receiver,  who  joins  in  this  brief,  we  at- 
tach as  "Appendix  Two"  a  copy  of  his  preliminary  report  to  the 
court  that  appointed  him. 


HOW  THE  TAX  BENEFIT  WAS  OBTAINED. 

The  way  in  which  the  Operating  Company  obtained  the 
$17,000,000  tax  benefit  from  the  use  of  the  Corporation's  loss 
of  $75,000,000  was  as  follows: 

Under  the  Internal  Revenue  Code,^  a  parent  company  and  its 
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Hn  re  Wesiern  Pacific  R.  Co.,  124  F.2d  136  (9  Cir.). 
^Ecker  V.  Western  Pacific  R.  Corp,  318  U.S.  448. 

6?  4B,  Schedule  C;  this  is  one  of  the  exhibits  printing  of  which  was 
dispensed  with  by  order  of  this  Court  (2175) .  _  M 

■^The  preferred  stock  exceeds  the  amount  recoverable  in  this  suit: 
(1717). 

^Internal  Revenue  Code,  Sec.  141;  Treasury  Regulation  104,  relative 
to  income  taxes,  and  Regulation  110,  relative  to  excess  profits  taxes. 
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isubsidiaries  may  file  a  single  consolidated  tax  return  in  which 
losses  are  offset  against  gains,  and  taxes  are  paid  only  on  the  net. 
By  an  amendment  made  in  October  1942,  a  loss  due  to  a  stock's 
becoming  worthless  could  be  treated  as  an  operating  loss,  instead 
of  a  capital  loss  as  theretofore,  and  offset  against  ordinary  in- 
come.® 

By  the  decision  of  the  Supreme  Court  on  March  15,  1943,  the 
Corporation  sustained  a  $75,000,000  loss.  But  at  the  very  instant 
the  Corporation  sustained  this  loss,  its  financial  interest  in  the 
Operating  Company  terminated,  and  it  became  a  complete  eco- 
nomic stranger. 

In  this  state  of  facts  tax  counsel  of  the  Operating  Company 
conceived  the  plan  of  having  the  Corporation  and  Operating 
Company  file  consolidated  returns  in  order  to  set  off  the  Corpo- 
ration's loss  against  the  Operating  Company's  income. 

This  the  Operating  Company  caused  to  be  done. 

The  Operating  Company  made  large  profits  in  the  war  years 
Df  1942,  1943  and  1944,  at  which  time  the  excess  profits  tax  was 
n  effect.  Taxable  net  profits  were  nearly  $11,000,000  in  1942, 
Dver  $18,000,000  in  1943,  and  in  1944  up  to  April  30th  nearly 
53,000,000  (P  3,  4,  5).  And  throughout  1943  and  the  first  four 
nonths  of  1944  moneys  were  accrued  by  the  Operating  Company 
o  meet  the  expected  tax  liability  in  an  amount  exceeding 
510,500,000  (915  P  56,  1818-1824  P  76). 

Consolidated  income  and  excess  profits  tax  returns  for  1943 
vere  filed  in  the  Corporation's  name  on  July  15,  1944  (P  4A  and 
3).  They  reported  the  Corporation's  huge  stock  loss  sustained  in 
943,  used  $18,000,000  of  it  to  offset  that  amount  of  taxable  net 
ncome  of  the  Operating  Company,  and  thus  reported  no  net  in- 
ome  and  no  tax  due. 

The  unused  portion  of  the  loss  could  be  carried  forward  and 
.ack  (I.R.C.,  Sec.  122(b)(1)  and  (2)).  On  March  9,  1945, 
lefendant's  tax  counsel  filed  a  claim  for  refund  in  the  name  of 


■'Revenue  Act  of  1942,  Sec.   123(a),  adding  subsection  4  to  Section 
3(g),  I.R.C 
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the  Corporation  to  recover  the  $4,201,821  paid  for  the  defend- 
ant's 1942  taxes  (1656,  P  6),  the  basis  of  the  claim  being  the 
use  as  a  carryback  of  over  $10,000,000  of  the  unused  portion  of 
the  Corporation's  1943  loss.  And  on  June  15,  1945,  defendant's 
tax  counsel  filed  consolidated  returns  in  the  name  of  the  Corpo- 
ration for  the  period  January  1-April  30,  1944  (P  5A,  5B),  off- ; 
setting  against  nearly  $3,000,000  of  income  of  the  Operating 
Company  another  portion  of  the  Corporation's  loss,  and  no  in- 
come and  no  tax  due  were  reported. 

In  1947,  the  taxes  were  finally  settled  by  agreement  with  the 
Treasury  Department  on  the  basis  of  the  returns  as  filed,  the 
1943  and  1944  taxes  being  nil,  and  the  claim  for  refund  for; 
1942  being  rejected  (see  further  detail  at  pp.  20-23,  infra).  The 
net  savings  retained  by  the  Operating  Company  due  to  the  use  of 
the  Corporation's  stock  loss  were,  as  found  by  the  court  below, 
$17,201,739  (267). 

It  is  of  these  savings,  obtained  through  the  use  of  the  Corpo- 
ration's stock  loss,  that  the  Corporation  seeks  an  accounting. 

The  question  before  this  Court  is  whether  the  Corporation, 
and  its  stockholders  who  provided  the  capital  which  was  lost,  are 
entitled  to  the  benefit  obtained  by  the  Operating  Company 
through  its  use  of  that  loss, 

THE  DATE  OF  LOSS.  AND  THE  ECONOMIC  SEVERANCE. 

Following  the  Supreme  Court's  decision  on  March  15,  1943, 
the  Reorganization  Plan  was  confirmed  by  the  Bankruptcy  Court 
on  October  11,  1943  (1674  P  10).  The  economic  unity  which 
had  previously  existed  between  the  Corporation  and  the  Operat- 
ing Company  was  severed  forever,  and  they  became  economic 
strangers.  The  proprietary  interest  of  the  Corporation  in  Operat- 
ing Company  was  at  an  end;  the  community  of  economic  interest 
was  over. 

But  for  all  practical  purposes  the  Supreme  Court's  decision 
marks  the  date  of  the  loss.  It  then  became  the  duty  of  the  District 
Court  (in  the  absence  of  some  unusual  circumstances)  to  con- 
firm the  plan   if  the  requisite  percentage  of  creditors  should 
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vote  in  favor  of  it  and  probably  even  if  they  did  not.^"  The 
James  Interests,  the  largest  stock  interest  in  both  the  Corporation 
and  the  Operating  Company  (1717  P  17,  18),  had  previously 
fought  the  Plan  and  sought  to  maintain  the  Corporation's  equity 
in  the  Operating  Company."  But  immediately  after  the  Supreme 
Court's  decision  the  James  Interests  decided  to  support  the  Plan 
md  entered  into  an  agreement  with  other  major  creditors  to  work 
A'holeheartedly  for  its  prompt  consummation  (577,  578,  618). 

For  income  tax  purposes  it  is  irrelevant  whether  the  date  of 
slaintiff's  loss  is  March  or  October,  1943,  for  in  either  event  it 
s  a  1943  loss.  For  the  purpose  of  fixing  the  relative  rights,  duties 
md  obligations  of  the  parties,  the  date  of  March  15,  1943  (the 
mpreme  Court  decision)  is  important.  Before  then  the  Corpo- 
ation  as  the  owner  of  all  of  the  stock  of  the  Operating  Company, 
p.nd  as  the  hopeful  petitioner  for  the  continuance  of  that  owner- 
hip  after  reorganization,  was  benefited  by  any  benefit  that 
ccrued  to  the  Operating  Company.  After  the  Supreme  Court 
lecision,  everyone  having  to  do  with  the  affairs  of  the  Corpo- 
ation  was  under  the  highest  obligation  to  see  that  its  rights,  and 
he  rights  of  its  stockholders,  were  not  dissipated,  lost,  violated  or 
leglected.  From  that  date  those  persons  who,  with  propriety,  had 
heretofore  acted  in  dual  capacities  or  as  joint  officers  of  the 
'Corporation  and  Operating  Company  were  now  under  the  high- 
st  obligation  to  see  that  no  act  and  no  inaction  of  theirs  should 
prejudice  the  rights  of  either  company  against  the  other. 


■   loBankruptcy  Act,  Sec.  77(e)  ;  11  U.S.C.  Sec.  205(e). 

^^For  the  identity  of  the  James  Interests,  cf.  p.  13,  infra,  and  chart, 
1,  reproduced  at  the  end  of  this  brief. 
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II.  The  Operating  Company  Conceived  the  Tax  Saving,  Took 
Over  and  Handled  the  Tax  AflFairs  of  Plaintiff  Corporation, 
Appropriated  Plaintiff's  Tax  Credits  in  Order  to  Accomplish 
the  Tax  Saving,  and  Ignored  Its  Fiduciary  Relation  to  Plaintiff 
in  Refusing  to  Account. 

The  foregoing  are  the  bare  facts  showing  how  the  Operating 
Company  received  a  benefit  of  $17,000,000  through  the  use  of 
the  plaintiff's  loss.  Under  principles  to  be  hereafter  discussed, 
these  facts,  without  more,  entitle  plaintiff  to  judgment. 

But  beyond  that,  the  manner  in  which  the  transaction  was 
handled,  the  relationship  of  the  parties,  and  the  resulting  duties 
and  obligations,  not  only  fortify  the  plaintiff's  claim  but  furnish 
an  independent  ground  of  recovery. 

As  we  now  proceed  to  show,  the  taxes  were  saved  through  a 
method  conceived,  planned  and  executed  by  the  Operating  Com-, 
pany  by  agents  occupying  a  fiduciary  relation  to  the  Corporation,- 
without  consideration  of  any  rights  of  the  Corporation  and  its 
stockholders  and  in  disregard  of  their  fiduciary  obligations. 

FINDINGS. 

The  court  below  found: 

""*  *  *  in  1943,  after  the  filing  of  the  1942  return  and 
payment  of  the  tax,  the  tax  attorneys  for  defendant  'dis- 
covered' Section  123  of  the  Revenue  Act  of  1942.  (26  USC 
23(g)  4).  They  proposed  what  they  denoted  a  'paradoxical': 
theory,  by  which  the  worthlessness  of  the  plaintiff's  stock; 
(which  had  cost  the  plaintiff  some  $75,000,000)  in  the  op-j 
erating  railroad  company  (debtor),  might  be  availed  of  as 
an  offset  to  the  operating  income  of  the  debtor  and  thus 
result  in  a  net  loss  and  no  tax  obligation."     (261,  262) 

And  again: 

"*  *  *  the  tax  attorneys  caused  the  filing  of  consolidated 
tax  returns  for  1943  and  for  the  forepart  of  1944  in  the 
name  of  plaintiff,  in  which  sufficient  portions  of  the  $75,- 
000,000  stock  loss  were  used  as  offsets  against  the  operating 
accounts  for  these  years,  so  as  to  show  no  net  income." 
(262) 
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"*  *  *  the  tax  attorneys  for  the  dejendant  conceived  a 
'paradoxical'  plan.  They  decided  that  they  would  file,  *  *  * 
consolidated  returns  on  behalf  of  the  parent  company  and 
its  subsidiaries  and  in  them  set  up  the  plaintiff's  stock  loss 
*  *  *  as  an  income  tax  deduction  against  the  operating  prof- 
its." (265,  266) 

\nd: 

"On  December  17,  1947,  plaintiff  filed  a  supplementary 
bill  of  complaint  *  *  *  It  was  there  further  alleged  that 
the  defendant  through  its  officers  and  attorneys  had  con- 
trolled the  board  of  directors  of  the  plaintiff  corporation 
and  that  by  reason  of  such  control  plaintiff  was  caused  to 
file  the  consolidated  returns  for  the  benefit  of  the  defendant. 
Throughout  the  proceedings  and  in  the  trial,  this  has  been 
referred  to  as  'duality  of  control'."  (264) 

Ajid: 

"*  *  *  there  is  a  preponderance  of  the  evidence  in  favor 
of  the  plaintiff's  contention  of   'duality  of  control'."  (272) 

The  court  later,  in  the  course  of  settling  the  findings,  showed 
v\i2X  it  meant.  It  said,  "There  is  no  question  about  it"  in  response 
:o  the  assertion  that, 

!"*  *  *  the  evidence  certainly  discloses  that  the  tax  opera- 
tions, however  they  may  be  characterized,  were  conducted 
by  the  defendant  and  its  tax  counsel,  not  by  the  plaintiff." 
(468) 

SUMMARY  OF  THE  FACTS. 

Under  the  law  and  the  Treasury  regulations  concerning  con- 
solidated returns,  the  returns  must  be  filed  in  the  name  of  the 
oarent  corporation,  claims  for  refund  are  filed  in  its  name,  and 
lU  refunds  are  payable  to  it. 

The  defendant  used  the  plaintiff  Corporation  for  its  purposes, 
he  facts  are  fully  stated  below;  in  summary,  they  are  these. 

The  defendant  Operating  Company  employed  one  Polk  and  the 
jirm  of  which  he  was  a  partner.  Whitman,  Ransome,  Coulson 
Ind  Goetz,  as  its  tax  attorneys.  Polk  conceived  the  plan  of  using 
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plaintiff's  loss  to  cancel  the  defendant's  tax  liability.  He  convinced 
the  defendant  of  the  possibility  of  success  of  his  plan  and  obtained 
its  authority  to  proceed. 

Plaintiff  was  in  an  impoverished  condition  following  the  Su- 
preme Court  decision  of  March  15,  1943.  It  could  no  longer  pay 
its  officers'  salaries  or  office  rent.  Its  officers  were  taken  over  as 
"full  time  employees"  by  the  defendant  on  July  1,  1943,  before 
the  tax  returns  were  filed,  and  continued  as  such  until  May  1^ 
1945,  when  Mr.  Curry,  the  president  of  plaintiff,  moved  to  Polk'j 
office  to  be  available  for  these  tax  matters,  ostensibly  as  an  em^ 
ployee  of  Polk's  firm  but  actually  compensated  by  defendant. 

Polk,  pursuant  to  his  plan,  used  these  officers  to  file  consoli- 
dated tax  returns  in  plaintiff's  name,  and  he  caused  its  loss  to  be 
offset  against  defendant's  income.  He  obtained  through  Curry 
power  of  attorney  from  plaintiff.  Without  the  knowledge  of  plai: 
tiff,  but  only  after  specific  authorization  of  defendant,  he  made 
an  offer  of  settlement  to  the  Treasury  in  the  name  of  plaintif 
which  was  finally  carried  through.  He  was  employed,  directec 
and  compensated  solely  by  the  defendant,  and  never  gave  plain 
tiff  any  advice  as  to  its  rights. 

THE  PLAINTIFF'S  STUNNED  CONDITION. 

The  plain  fact  is  that  the  defendant,  and  Polk  and  all  con 
nected  with  the  transaction,  considered  plaintiff  a  defunct  anc 
dying  corporation  and  gave  no  consideration  whatever  to  it: 
rights. 

After  the  Supreme  Court  decision  of  March  15,  1943,  the  plain 
tiff  Corporation  was,  to  select  an  appropriate  metaphor,  in  a  statf 
of  coma,  stunned  by  the  misfortunes  heaped  upon  it.  It  had  los 
its  chief  asset,  its  $75,000,000  investment  in  the  Operating  Com 
pany.  Its  other  assets  were  pledged  to  secure  loans  then  in  de 
fault  (571-573  P  47;  also  1767,  1768,  1695-98).  Consequently 
in  March  1943,  plaintiff's  directors  were  contemplating  dissolu 
tion  and  so  advised  its  chief  creditors,  including  the  James  In 
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terests  (571  P  47).  The  James  Interests  would  be  the  controlling 
interest  in  the  reorganized  Operating  Company  (Corporate  Rela- 
tionship Chart,  Pi),  and  they  were  represented  by  Mr.  Coulson, 
Polk's  partner  (see  p.  13.  infra). 

The  plaintiff's  Delaware  franchise  taxes  were  in  default,  but 
Polk  considered  it  essential  that  it  remain  in  existence  until  the 
reorganization  was  consummated  (1764  P  5).  Funds  to  pay 
:hese  taxes  were  then  provided  by  the  James  Interests  (713). 

PLAINTIFF'S  LACK  OF  INDEPENDENT  REPRESENTATIONS- 
DUALITY  AND  THE  DUALITY  CHART. 

The  positions  occupied  during  the  critical  period  by  those  who 
tvere  directors  or  officers  of  the  Corporation  and  the  Operating 
Company  are  shown  by  plaintiff's  Exhibit  2A.  Printing  of  this 
exhibit  in  the  record  was  dispensed  with  by  order  of  this  Court 
(2175),  but  we  reproduce  it  at  the  end  of  this  brief.  It  will  be 
referred  to,  from  time  to  time,  as  the  "duality  chart." 

Prior  to  June  1,  1943,  plaintiff  had  maintained  its  offices 
ointly  with  those  of  the  Operating  Company  and  the  Trustees 
m  New  York.  Its  officers  were  also  employees  of  the  Operating 
Zompany,  and  their  salaries  and  the  expenses  of  the  office  had 
5een  jointly  paid. 

But  plaintiff's  impoverished  financial  condition  necessitated  a 
|:hange.  As  of  June  1,  1943,  the  Corporation  was  incapable  of 
turther  paying  salaries  or  office  expenses.  Thereupon  all  of  the 
pfficers  and  employees  of  the  New  York  office,  including  the  presi- 
llent  and  secretary  of  the  plaintiff,  were  taken  over  by  the  de- 
lendant  by  decision  of  its  president,  and  in  his  words  became  its 
'full  time"  employees  (1738).  This  situation  continued  until  the 
operating  Company  closed  its  New  York  offices  on  May  1,  1945, 
|vhen  plaintiff  Corporation's  president  and  secretary  were  taken 
r'ver  by  defendant's  tax  counsel  and  thenceforth  received  their 
[ompensation  from  them,  which  compensation  was  ultimately 
')aid  by  defendant.  (1735,  1738) 
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From  June  1,  1943,  until  this  suit  was  filed  in  October  1946, 
nine  persons  were  at  one  time  or  another  directors  o£  the  plaintifF 
Corporation,  With  only  three  exceptions  (Messrs.  Osborn,  Wood 
and  Hatton),  every  one  of  them  was  an  employee  of  the  defend- 
ant Operating  Company  from  which  they  received  their  liveli- 
hood, and  one  of  them  (Mr.  Schumacher)  was  not  only  a  director 
and  Chairman  of  the  Company's  Executive  Committee  but  was 
also  one  of  its  trustees  in  bankruptcy. 

Of  the  three  who  were  not  employees  of  the  Operating  Com- 
pany and  who  did  not  receive  any  compensation  from  it,  one  of 
them,  Mr.  Osborn,  was  a  director  of  the  Operating  Company  and 
another,  Mr.  Hatton,  was  a  clerk  in  the  employ  of  the  Denver  & 
Rio  Grande  Western  Railroad  and  as  such  recognized  Mr.  Schu- 
macher as  his  superior  and  chief,  for  Mr.  Schumacher  was  an  offi- 
cer of  that  company  (1135).  Three  of  the  nine  were  mere  clerks 
in  the  defendant's  employ — Miss  Sheehan,  switchboard  operator; 
Mr.  Wienken,  stenographer;  Miss  Valouch,  stenographer  and 
clerk.  Miss  Sheehan  and  Mr.  Hatton  were  put  on  the  board  merely 
to  make  up  a  quorum  (1138,  1139),  and  Miss  Valouch  did  not 
become  a  director  until  the  day  the  New  York  office  was  closed, 
when  she  became  a  regular  employee  of  defendant's  tax  counsel. 

Of  this  whole  group  of  directors,  none — other  than  Mr,  Wood ' 
and  Mr.  Osborn — had  the  capacity,  business  experience  or  finan- 
cial independence  of  the  Operating  Company  to  give  competent 
attention  to  plaintiff's  affairs  in  any  matter  wherein  the  Operating 
Company  could  have  an  adverse  interest.  Yet,  as  Mr.  Wood  and 
Mr.  Osborn  testified,  not  until  shortly  before  the  present  suit 
was  filed  in  October  1946,  did  either  ever  know  or  was  either 
advised  that  the  plaintiff's  stock  loss  was  being  used  in  tax  re- 
turns or  that  thereby  defendant  was  saving  taxes;  neither  knew 
or  was  advised  of  the  legal  or  economic  consequences  of  the  filing 
of  the  returns  involved  in  this  case  (Wood,  1129,  1132;  Osborn, 
1019,  1022). 

Meanwhile,  plaintiff  Corporation  had,  actually,  only  one  officer, 
Mr.  Curry.  Mr.  Curry  was  a  competent  chief  clerk,  and  he  so  re- 
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garded  himself  (639,  646,  647,  736,  756).  When  Mr.  Schumacher 
retired  as  president  of  the  Corporation,  in  part  because  of  ad- 
vanced age  but  primarily  because  of  plaintiff's  financial  distress 
(644,  645,  743),  there  was  "nothing  facing  us  but  liquidation 
and  dissolution  *  *  *  he  [Schumacher]  felt  I  [Curry]  could 
carry  through",  and  Mr.  Curry  was  therefore,  on  February  1, 
1942,  appointed  president  and  treasurer  (743).  He  was,  at  the 
same  time,  an  employee  of  the  defendant  Operating  Company, 
its  vice  president,  assistant  secretary,  assistant  treasurer,  a  director 
and  a  member  of  its  executive  committee. 

After  June  1,  1943,  although  Mr.  Curry  continued  as  the  plain- 

ttiff  Corporation's  president,  he  received  no  compensation  from  it 

i(645)  and  thereafter  received  his  livelihood  from  the  defendant 

•Operating  Company  until  May  1,  1945   (1729  P  27)  when  he 

went  on  a  pension  from  the  defendant  (530,  532)  and  a  retainer 

I  from  its  tax  counsel  at  its  ultimate  expense  (1744  P  32  A;  1749 

P  42).    He  did  not  consider  that  he  had  any  understanding  of, 

or  competence  in,  tax  matters  and  relied  implicitly  on  tax  counsel. 

"Tax  matters  were  wholly  Greek  to  me,"   testified  Mr.  Curry 

(808). 

MESSRS.  COULSON  AND  POLK. 

A  description  of  what  was  done  requires  an  identification  of 
Mr.  Coulson  and  his  partner,  Mr.  Polk,  and  of  the  James  Inter- 
ests. 

From  1925  until  his  death  in  1941,  Mr.  Arthur  Curtiss  James 
ind  his  wholly  owned  companies  owned  8.8%  of  the  Corpora- 
:ion's  preferred  stock  and  61%  of  its  common  stock  (Chart,  P 
I).  Mr.  Coulson  and  his  firm  (Whitman,  Ransome,  Coulson  and 
^^roetz  of  New  York)  were  attorneys  for  Mr.  James  and  his  com- 
\inies  and  were  and  are  attorneys  for  all  the  James  Interests,  in- 
luding  the  James  Foundation  of  which  he  is  a  trustee  (536). 

James  died  in  1941,  and  after  the  Supreme  Court's  decision  on 
Vlarch  15,  1943,  upholding  the  Plan  of  Reorganization,  Mr.  Coul- 
on  and  the  James  Interests  decided  to  cast  their  lot  with  the  Op- 
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erating  Company,  although  as  a  major  creditor  they  could  still 
have  voted  against  the  Plan  (577,  578)  }~  i|i 

The  common  stockholdings  of  the  James  group  in  the  Corpora-  ' 
tion  became  worthless  when  the  Plan  was  approved  by  tlie  Su- 
preme Court.  On  the  other  hand,  their  securities  gave  them  a 
large  interest  in  the  reorganized  Operating  Company,  for  they 
were  to  receive  under  the  Reorganization  Plan  28%  of  the  stock 
in  that  Company  (Chart,  Pi). 

MR.  COULSON  INTRODUCED  HIMSELF  INTO  THE  PARTIES' 
TAX  MATTERS.  FEBRUARY  1943.  AND  HIS  FIRM  BECAME 
TAX  COUNSEL  FOR  THE  DEFENDANT  MARCH  1943. 

On  February  24,  1943,  three  weeks  before  the  Supreme  Court's 
decision,  when  his  firm  was  not  tax  counsel  for  either  plaintiflE 
or  defendant,  Mr.  Coulson  introduced  himself  into  their  federal 
tax  matters  on  behalf  of  the  James  Interests,  by  writing  Mr.  Elsey, 
president  of  the  Operating  Company,  asking  for  information 
about  its  tax  matters  (537  P  37).  He  was  disturbed  by  the  reply, 
believing  Mr.  Elsey  evasive  or  not  competently  looking  after 
taxes.  On  March  15th,  the  day  of  the  Supreme  Court's  decision, 
he  asked  his  partner,  Mr.  Polk,  by  memorandum,  to  look  into  the 
situation,  stating  (539  P  38)  : 

""Actually,  I  happen  to  know  that  the  only  person  over  at  the 
Corporation  office  here  in  New  York  who  has  any  knowl- 
edge of  taxes  is  a  girl  who  is  primarily  Schumacher's  Secre- 
tary *  *  *  I  would  be  a  little  surprised  if  the  report  were 
intelligently  prepared." 

Polk  replied  that  "Only  the  lady  referred  to  had  any  part  in 
the  preparation  of  the  return  *  *  *.  Mr.  Curry  says  they  are  too 
impoverished  to  hire  accounting  help."  (540  P  38A) 

Eight  days  later,  on  March  23,  1943,  Mr.  Coulson  and  his  firm 
became  tax  counsel  for  the  Trustees  and  the  defendant  Operat- 


i^Mr.  James'  allegiance  during  his  lifetime  lay  with  the  Corporation; 
he  sought  to  save  the  Corporation's  equity  in  the  Operating  Company 
and  was  active  in  resisting  the  Plan  of  Reorganization  of  the  Interstate 
Commerce  Commission  which  denied  this  equity  (536) . 
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ing  Company,  and  the  actual  work  was  delegated  to  Mr.  Coul- 
son's  law  partner,  Polk,  who  specialized  in  tax  matters.  (543  P 
39A-D) 

Messrs.  Coulson  and  Polk  and  their  firm  obtained  all  their 
compensation  and  received  all  their  instructions  from  the  defend- 
ant Operating  Company,^^  but  they  conducted  themselves  as  at- 
torneys at  law  and  attorneys-in-fact  for  plaintiff  Corporation  as 
well. 

In  view  of  the  Corporation's  misfortune  and  its  stricken  con- 
dition, it  was  the  high  fiduciary  duty  of  its  agents  to  be  diligent 
to  protect  its  rights,  to  utilize  every  opportunity  that  might  re- 
trieve something  for  its  stockholders  from  the  debacle,  above  all 
not  to  permit  the  use  of  the  Corporation's  rights,  including  its 
stock   loss,   for   the   benefit  of   another,   without  accounting. 

THE  PLAINTIFF  CORPORATION  WAS  UNDER  NO 
DUTY  TO  FILE  CONSOLIDATED  RETURNS. 

Under  the  law  and  the  regulations,  only  the  parent  corporation 
can  file  consolidated  returns  (Reg.  104,  Sec.  23.16(a)).  The  fact 
that  a  consolidated  return  has  been  filed  in  one  year  gives  rise  to 
no  duty  or  obligation  to  file  such  a  return  in  a  subsequent  year, 
if  the  law  or  regulations  have  been  so  changed  as  to  make  it  less 
advantageous  (Reg.  104,  Sec.  23.11(a)).  In  that  case  separate 
returns  may  be  filed. 

Each  of  the  years  1942,  1943  and  1944  was  one  in  which  any 
member  of  an  afliliated  group  was  free  to  file  separate  returns,  ir- 
respective of  whether  consolidated  returns  had  been  previously 
!  filed  (II  Montgomery's  Federal  Taxes,  Corporations  and  Partner- 
I  ships,  1946-7,  p.  649,  650).  And  at  the  time  each  return  in  ques- 
I  tion  here  was  filed,  there  existed  the  right  in  the  plaintiff  Corpo- 


I'^On  November  15,  1948,  Coulson  rendered  a  final  statement  to  the 
defendant  "covering  professional  services  in  the  tax  disputes  as  to  the 
taxable  period  January  1,  1942  through  April  30,  1944"  in  the  amount  of 
$300,000.  At  the  same  time  he  also  rendered  a  bill  to  defendant  for  the 
retainer  payments  to  Curry,  plaintiff's  president,  for  the  period  July  1, 
1945  to  December  31,  1948,  in  the  amount  of  $10,500  (1749  P  42). 
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ration  not  to  file  a  consolidated  return  if  it  was  so  advised.  Unless] 
the  defendant  Operating  Company  could  become  a  party  to  con- 
solidated returns  with  plaintiff,  it  would  have  to  file  or  pay  taxes 
on  the  basis  of  separate  returns.    Mr.  Polk  was  aware  of  these 
facts  (1458). 

Prior  to  the  Supreme  Court's  decision  tentative  returns  on  a 
consolidated  basis  had  been  filed  for  1942  and  an  extension  ob- 
tained until  May  15,  1943  for  the  final  returns.  Under  the  regu- 
lations, the  filing  of  a  tentative  consolidated  return  did  not  pre- 
clude filing  the  final  returns  on  a  separate  basis.  (Reg.  104,  Sec. 
23.10(b)  ).  Whether  the  final  return  should  be  a  consolidated  one' 
was  one  of  the  first  questions  considered  by  Mr.  Polk  (543  P 
39A) .  And  the  severance  of  the  economic  unity  between  plaintiff 
and  defendant  which  took  place  between  the  filing  of  the  tenta- 
tive returns  and  the  filing  of  the  final  returns  presented  a  wholly 
new  considation. 

1942  TAX  RETURNS. 

Without  calling  any  of  these  factors  to  plaintiff's  attention, 
Mr.  Polk  decided  that  it  was  in  the  interest  of  the  defendant 
Operating  Company  that  consolidated  returns  should  be  filed 
(Polk,  1444,  Coulson,  1482).  He  had  these  returns  prepared  and 
had  them  placed  before  Mr.  Curry,  vice  president  of  the  Operat- 
ing Company  and  president  of  the  plaintiff  Corporation,  for 
signature.  Mr.  Curry  had  been  informed  by  Mr.  Schumacher  that 
Mr.  Polk  was  tax  counsel  for  the  Operating  Company  and  the 
Corporation  (660).  When  the  returns  were  laid  before  him  for 
signature,  he  therefore  inquired  whether  they  had  Mr.  Polk's 
approval.  Being  informed  that  they  had,  he  signed  without  con- 
sulting or  advising  the  Corporation's  board  of  directors  and 
without  being  advised  by  Mr.  Polk  or  anyone  else  that  plaintiff 
Corporation  did  not  have  to  file  consolidated  returns  (663,  664) . 
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THE  1943  RETURNS:   THE  DECISION  TO  USE  PLAINTIFF'S 
STOCK  LOSS  WAS  MADE  BY  DEFENDANT. 

The  idea  of  using  the  Corporation's  stock  loss  occurred  to 
Mr.  Polk  in  May  1943.  In  a  letter  to  Mr.  Curry  as  vice  president 
of  the  Operating  Company,  on  May  20,  1943,  he  stated  it  to  be  a 
mere  speculation  of  a  possibility  and  was  "commented  on  rather 
that  suggested  *  *  *  since  it  is  paradoxical"  ("paradox  letter," 
588  P  50) .  Polk  sent  no  advice  of  it  to  the  Corporation. 

In  December  1943,  Mr.  Polk  first  decided  to  make  use  of  the 
plaintiff's  stock  loss  (Polk,  1448;  Coulson,  1484).  When  he 
came  to  that  conclusion,  he  did  not  advise  plaintiff  or  Mr.  Curry. 
Instead,  he  went  to  San  Francisco  to  discuss  the  tax  matters  with 
defendant  Operating  Company's  officers,  the  agents  of  the  reor- 
ganization trustees,  and  in  January  1944  he  recommended  to  them 
the  filing  of  consolidated  returns  and  the  use  of  plaintiff's  loss 
(1448,  1484),  although  he  refused  to  advise  that  the  defendant 
Operating  Company  could  "bank"  on  the  Treasury's  allowing  the 
deduction. ^^  Without  advising  or  consulting  plaintiff,  he  told  Mr. 
Elsey,  defendant's  president,  that  "We  [the  Company]  were 
within  our  legal  rights  in  taking  the  Corporation's  stock  loss  as 
a  deduction  in  our  consolidated  return"  (Elsey,  1268). 

The  decision  to  use  the  plaintiff's  loss  was  made  in  San 
Francisco  by  Mr.  Elsey,  president  of  the  defendant  Operating 
Company,  in  January  1944  (l448,  1484).  Mr.  Elsey  insisted  on 
a  written  opinion  to  protect  him  (1268),  and  such  an  opinion, 
dated  January  11,  1944,  signed  by  Mr.  Coulson,  was  addressed 
to  him  as  president  of  the  Operating  Company.  Although  plain- 
tiff Corporation  was  not  consulted,  the  opinion  stated  flatly, 
"Accordingly,  there  will  be  allowed  in  the  consolidated  re- 
turn a  loss  to  the  parent  company  of  approximately  the  cost 

^^Mr.  Elsey,  president  of  the  Operating  Company,  testified  that  (1268) 
Mr.  Polk  advised  me  that  we  were  within  our  legal  right  in  taking  the 
Corporation's  stock  loss  as  a  deduction  in  our  consolidated  return.  *  *  * 
I  was  very  much  surprised  at  that  statement,  and  asked  him  if  I  could 
bank  on  it.  He  said  no,  that  that  matter  will  not  be  finally  decided  until 
the  Treasury  Department  completes  their  audit  on  our  '43  returns."  Note 
that  in  this  conversation  the  plaintiff's  loss  is  treated  as  though  it  be- 
longed to  the  defendant. 


18 

of  the  Railroad  Company  stock.  This  loss  however  com- 
puted would  appear  to  far  exceed  the  incomes  of  the  other 
members  of  the  affiliated  group.  Accordingly,  for  the  year 
1943  on  a  consolidated  return  basis  there  would  appear  to 
be  no  excess  profit  tax  or  income  tax  liability."  (605  at  609, 
610  P  54). 

Mr.  Elsey  sent  a  copy  of  this  letter  to  Mr.  Schumacher  as  one  of 
the  defendant's  Trustees  (613,  6l4).  But  no  one  sent  a  copy  to 
the  plaintiff  Corporation  or  advised  it  (665).  In  the  Operating 
Company's  annual  report  for  1943,  issued  under  date  of  May  1, 
1944,  21/2  months  before  the  returns  for  1943  were  filed,  it  in- 
serted a  statement  that  "A  consolidated  tax  return  for  1943  can  < 
and  will  be  filed  by  the  holding  company"  (512).  This  deter-  j 
mination  that  the  plaintiff  "will"  file  a  consohdated  return  was 
not  made  by  the  plaintiff  but  by  the  defendant  and  without  con- 
sultation with  the  plaintiff.  The  decision  was  made  in  Mr.  Elsey's 
office  (1277,  1278,  1450). 

In  due  course  the  1943  returns  were  prepared  under  Mr.  Polk's 
direction  and  were  laid  before  Mr.  Curry  for  signature  as  presi- 
dent of  the  Corporation.  Mr.  Curry  had  had  no  part  in  their  prep- 
aration, but,  being  assured  that  Mr.  Polk  approved  them,  he 
signed,  again  without  consulting  the  Corporation's  board  of 
directors  and  without  being  advised  that  the  Corporation  need 
not  file  a  consolidated  return  if  it  did  not  wish  to  do  so  (663- 
665). 

1942  REFUND  CLAIM  BASED  ON  CARRY-BACK  OF  PLAINTIFF'S  LOSS. 

In  March  1945,  the  claim  for  refund  of  1942  taxes  based  on 
the  carryback  of  the  Corporation's  loss  was  prepared  by  Mr.  Polk 
on  his  own  initiative  and  without  discussing  it  with  any  repre- 
sentative of  the  Corporation.  Mr.  Polk  sent  it  to  Mr.  Curry  with 
the  request  that  he  sign  it  as  president  of  the  Corporation  (1418, 
1450,  1451),  and  Mr.  Curry,  being  told  that  Mr.  Polk  wanted  him 
to  sign,  did  so,  again  without  consulting  the  Corporation's  board 
of  directors  (667). 
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1944  TAX  RETURNS:— MR.  CURRY  IN  MR.  COULSON'S  OFFICE. 

Late  in  1944,  Mr.  Polk  decided  to  recommend  consolidated 
returns  for  the  first  four  months  of  1944  (the  technical  affiliation 
ended  April  30,  1944),  again  using  the  plaintiff's  loss  (i486), 
and  advised  the  defendant  (623).  But  plaintiff  was  not  advised 
about  this  decision.  Mr.  Polk  testified  that  the  decision  to  file 
such  consolidated  returns  was  made  by  the  defendant  Operating 
Company  (l450). 

These  returns  were  not  filed  until  June  1945.  By  that  time  Mr. 
Curry  was  occupying  office  space  with  Mr.  Coulson's  firm.  On 
May  1,  1945,  the  New  York  offices  of  the  Operating  Company 
had  been  closed  and  all  employees  let  out.  On  April  21,  1945, 
in  anticipation  of  that  event,  Mr.  Coulson  wrote  the  president  of 
the  defendant  to  obtain  approval  of  Coulson's  retaining  Mr. 
Curry  at  $3000  per  year;  he  wished  to  hire  the  president  of  the 
plaintiff  for  the  purpose  of  serving  the  defendant  Operating 
Company's  interests  in  the  tax  matters  here  involved  (1496).  He 
wrote, 

"As  president  of  the  old  holding  Company,  which  is  a  party 
in  interest  (without  financial  stake)  in  the  consolidated  re- 
turn period,  it  seems  to  us  essential  that  we  have  Mr.  Curry 
available  to  secure  us  necessary  data  from  the  files  of  the 
holding  company  [i.e.,  plaintiff  Corporation]"  (1743  P  32). 

I  Mr.  Coulson  did  not  advise  the  plaintiff  Corporation  that  it  had 
|no  financial  stake  in  the  consolidated  returns,  nor  did  he  advise 
{plaintiff  of  his  purpose  in  taking  Mr.  Curry  on  this  retainer.  Mr. 
Curry's  retainer  was  approved  by  the  defendant. 

On  June  1,  1945,  Mr.  Curry,  together  with  the  Corporation's 
:iles,  moved  to  Mr.  Coulson's  office.  There  he  remained  until 
September  10,  1948,  when,  after  the  statute  of  limitations  had 
un  against  any  tax  deficiency  claim  (see  p.  23,  infra),  Mr. 
loulson  requested  him  to  vacate  (656).  For  3V2  Y^^''^  while  in 
Mr.  Coulson's  office,  Mr.  Curry  received  $3000  per  year  from  Mr. 
Zoulson's  firm,  for  which  it  eventually  billed  the  defendant 
operating  Company  (1749  P  42).   The  only  services  which  Mr. 
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Curry  performed  for  his  retainer  was  to  sign  the  1944  tax  return 
and  execute  as  president  of  the  Corporation  a  power  of  attorney 
in  its  name  in  favor  of  Polk  (657-8). 

The  return  for  the  first  four  months  of  1944  was  filed  June 
15,  1945.  It  was  prepared  in  Mr.  Polk's  office  and  brought  to 
Mr.  Curry,  who  occupied  a  room  a  short  distance  down  the  hall 
from  Mr.  Polk  (l442),  to  sign  (l4l8).  When  Mr.  Curry  first 
moved  to  Coulson's  office,  he  was  told  by  Mr.  Coulson  that  "he 
was  to  put  himself  at  Mr.  Polk's  disposal  in  connection  with  the 
consolidated  return"  (Coulson,  1498).  When  told  that  Mr.  Polk 
wanted  him  to  sign  in  the  1944  return,  he  signed,  again  without 
consultation  with  his  board  of  directors  and  without  being  ad- 
vised that  the  Corporation  need  not  file  a  consolidated  return 
if  it  did  not  wish  to  do  so  (666). 

THE  POWER  OF  ATTORNEY  AND  THE  SETTLEMENT 

WITH  THE  GOVERNMENT.  I 

\ 

The  extent  to  which  the  plaintiff  was  disregarded,  and  thej 
extent  to  which  the  defendant  took  over  the  tax  affairs  of  the, 
plaintiff,  is  illuminated  by  the  manner  in  which  the  tax  settle- 
ment with  the  government  was  carried  out.  All  negotiations  for 
settlement  with  the  government  were  conducted  by  Mr.  Polk  in 
the  plaintiff  Corporation's  name  but  without  its  knowledge  (Polk, 
1451). 

On  May  31,  1946,  Mr.  Polk  wrote  to  the  Internal  Revenue 
Agent  in  Charge,  justifying  the  use  of  the  Corporation's  loss 
("first  Krigbaum  letter",  1779  P  64),  but  he  never,  at  any  time, 
advised  the  Corporation  or  Mr.  Curry  of  that  letter  (Polk,  1443; 
Curry,  667). 

Since  the  government  recognizes  only  the  parent  corporation 
in  consolidated  returns,  it  then  became  necessary  for  Mr.  Polk  to 
obtain  a  power  of  attorney  from  the  Corporation  to  continue 
settlement  negotiations.  On  June  26,  1946,  Mr.  Polk  prepared 
such  a  power  of  attorney  running  to  himself  (1784  P  65)  and 
sent  it  in  to  Mr.  Curry  to  sign.  Mr.  Curry  signed  and  he  did  sc 
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without  consulting  his  board  of  directors  because  he  was  told  that 
Mr.  Polk  wanted  it.  (Curry,  668).  Thereafter,  Mr.  Polk  "con- 
ducted all  the  negotiations  in  the  name  of  the  plaintiff  Corpora- 
tion under  [this]  power  of  attorney"  (Polk,  1442,  1451). 

On  February  11,  1947,  Mr.  Polk  wrote  to  the  Commissioner  of 
Internal  Revenue  ("Nunan  letter"  1662  P  7).  This  was  the  offer 
of  settlement  that  was  accepted  by  the  government  in  August 
1947.  It  was  made  and  signed  in  plaintiff's  name  by  Mr.  Polk; 
yet  he  showed  no  copy  to  the  plaintiff  or  to  Mr.  Curry,  sent  no 
copy  to  them,  and  did  not  even  advise  them  what  was  going 
on  until  April  1947,  although  during  that  period  Mr.  Curry  was 
occupying  a  room  in  the  Coulson  suite  not  50  feet  away  from  Mr. 
Polk's  office  (Polk,  1442;  Curry,  654),  and  despite  the  fact  that 
the  present  action  had  been  filed  by  plaintiff  against  defendant  in 
the  previous  October. 

While  ignoring  the  plaintiff,  Messrs.  Polk  and  Coulson  were 
meticulous  in  obtaining  authority  from  the  defendant  to  make 
the  offer  of  settlement  in  the  name  of  the  plaintiff.  Mr.  Polk, 
in  Washington  negotiating  with  the  Treasury,  telephoned  Mr. 
Coulson  in  San  Francisco  to  secure  defendant's  authority  to  make 
the  offer.  Mr.  Coulson  and  Mr.  Elsey,  president  of  the  defend- 
ant, agreed  that  this  would  require  authorization  by  its  directors 
(Elsey,  1283,  1284).  It  was  only  after  the  defendant's  directors 
lad  been  polled  and  approved  the  offer  that  Polk  delivered  the 
jffer  in  settlement  (Coulson,  1494;  Polk,  1430).  This  may  be 
rontrasted  with  Polk's  action  in  writing  and  delivering  the  offer 
in  plaintiff's  name  and  under  its  power  of  attorney,  not  only 
vithout  consulting  the  plaintiff,  but  without  informing  it  until 
wo  months  later. 

The  reason  assigned  by  Mr.  Polk  on  the  witness  stand  for 
ignoring  the  plaintiff  in  the  settlement  negotiations  was  that  he 
JUpposed  "my  responsibility  was  to  them  [the  Company]  and  not 
:he  Corporation"  (1431),  although  the  offer  was  made  in  the 
lame  of  the  Corporation  and  not  of  the  Operating  Company. 
However,   "I    knew   of   the   pending   litigation,"    and   finally   it 
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dawned  upon  him  that  his  conception  of  his  duty  was  peculiar, 
and  "I  came  to  the  conclusion  that  they  should  be  notified" 
(1431).  Mr.  Polk  was  in  San  Francisco  conferring  about  this  case 
with  the  defendant's  attorneys  when  this  revelation  came  upon 
him;  he  telephoned  to  his  New  York  office  to  send  out  a  letter 
over  his  signature  to  Mr.  Curry  as  president  of  the  Corporation, 
and  this  was  done  on  April  2,  1947  (l46l,  1787  P  68) . 

Therein  he  requested  the  Corporation's  approval  of  the  offer 
of  settlement.  Mr.  Curry  referred  it  to  the  plaintiff's  board  of 
directors  and  not  until  then  did  the  board  know  that  Mr.  Curry 
had  signed  a  power  of  attorney  (1023).  The  board  caused  a 
reply  to  be  sent  to  Mr.  Polk  on  May  5,  1947  (1794  P  69),  where- 
in it  said: 

"Although  we  wish  to  be  entirely  cooperative  in  this 
matter,  the  Corporation  finds  itself  embarrassed  by  the 
action  of  the  Western  Pacific  Railroad  Company  in  op- 
posing judicial  settlement  of  the  allocations  of  tax  benefits, 
if  any,  derived  from  the  application  of  the  capital  losses 
of  the  Corporation  for  the  benefit  of  the  Group.  The  Rail- 
road Company's  pleadings  that  the  Railroad  Corporation 
should  be  denied  its  day  in  court  by  reason  of  the  statute  of 
limitations  and  the  District  Court's  injunctive  order  in 
reorganization  does  not  invite  the  kind  of  cooperation  from 
the  Railroad  Corporation  that  a  settlement  of  the  tax  case, 
so  ably  and  fairly  proposed  by  you  as  counsel  for  both  the 
Railroad  Company  and  the  Railroad  Corporation  requires. 
Had  there  been  any  question  of  the  Railroad  Corporation's 
right  to  a  determination  of  the  question  of  allocations  of 
tax  benefits,  we  feel  sure  that  counsel  representing  both  the 
Railroad  Company  and  the  Railroad  Corporation  would 
have  specifically  stipulated,  at  the  time  of  the  filing  of  the 
consolidated  returns,  for  such  allocation  to  be  determined 
by  the  court,  if  the  parties  found  themselves  unable  to  agree 
thereto.  Inasmuch  as  in  the  proposed  settlement  the  Rail- 
road Corporation  foregoes  its  refund  claim  of  $4,200,000, 
we  think  it  appropriate  that  a  stipulation  promptly  be  en- 
tered into  between  the  Railroad  Company  and  the  Railroad 
Corporation,  and  the  other  members  of  the  Group,  which 
will  insure  the  Corporation  its  day  in  court  for  a  settlement 
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of  the  questions  of  proper  and  equitable  allocations  of  tax 
savings,  if  any,  as  well  as  fixing  the  amount  of  the  refund 
as  the  basis  for  such  savings. 

"We  trust  you  will  use  your  good  offices,  representing 
both  parties  in  this  situation,  to  secure  the  approval  of  the 
Railroad  Company  to  such  a  stipulation." 

In  the  meanwhile,  on  May  6th,  Mr.  Polk  again  wrote  to  the 
Corporation,  requesting  approval  of  the  offer  of  settlement  (1797 
P  70) .  But  on  that  very  day,  without  awaiting  a  reply  and  know- 
ing that  the  plaintiff's  request  of  May  5th  had  not  been  met,  Mr. 
Polk  renewed  the  offer  of  settlement,  in  plaintiff's  name,  in  a  con- 
ference with  Treasury  officials,  and  confirmed  that  renewal  in  the 
so-called  "Second  Krigbaum  letter"  of  May  19,  1947  (1799  P 
71).  He  signed  that  letter  in  the  name  of  the  plaintiff,  and  in  it 
le  asserted  that  "The  taxpayer  [i.e.,  plaintiff]  on  behalf  of  itself 
md  Its  affiliated  subsidiaries  agrees  to  settle  and  determine  the 
tax  habilities  of  said  Corporation  for  the  taxable  years  1942,  1943 
md  1944  in  the  amounts  shown  on  the  returns  as  filed,"  although 
he  plaintiff  had  not  yet  given  him  the  authority  requested  in  his 
etter  of  May  6th.  Mr.  Polk  never  informed  plaintiff  of  this  "Sec- 
ond Krigbaum  letter"  (Polk,  1443),  and  Curry  never  heard  of 
t  until  the  trial  (681). 

Polk's  offer  of  settlement  to  the  Treasury  was  that  the  tax  re- 
urns  be  accepted  as  filed,  the,  1943  and  1944  returns  showing  no 
ax,  and  the  claim  for  refund  of  the  1942  tax  be  rejected  (171). 
Ills  offer  was  accepted  by  the  Treasury  on  August  13,  1947, 
174)  and  the  claim  for  refund  was  formally  rejected  on  August 
6;  1947  (175). 

This  settlement  could  have  been  repudiated  by  either  party 
Botany  Worsted  Mills  v.  United  States,  278  U.S.  282),  but  was 
ot,  and  the  tax  saving  became  certain  and  final  for  the  first  time 
n  June  30,  1948,  when  the  statute  of  limitations  ran  against  any 
eficiency  assessment  (1751  P  42). 
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COULSON  AND  POLK  NEVER  ADVISED  PLAINTIFF  OF  ITS  RIGHTS. 

At  no  time  did  Mr.  Coulson  or  Mr.  Polk  give  any  advice  to 
any  officer  of  plaintiff  Corporation  as  to  what  its  rights  might  be 
against  any  other  member  of  the  group  arising  out  of  the  filing 
of  consolidated  returns  or  the  use  of  the  plaintiff's  stock  loss,  or 
advise  the  plaintiff  that  it  was  free  not  to  file  consolidated  returns, 
although  they  knew  that  to  be  true  (Polk,  1451-1458) . 

PLAINTIFF  LEARNS  OF  THE  USE  OF  ITS  STOCK  LOSS 

AND  FILES  THIS  SUIT  IN  1946.  M 

In  June  1946,  a  stockholder's  bill  was  filed  in  New  York  by 
certain  of  the  plaintiff's  stockholders.  By  reason  of  that  suit  plain- 
tiff's board  of  directors  first  learned  of  the  use  of  plaintiff's  stock 
loss  in  consolidated  returns  to  the  advantage  of  the  defendant 
Operating  Company  (1024).  This  suit  was  filed  in  October  1946. 

STIPULATION  OF  AUGUST  1947,  PRETRIAL  ORDER. 
AND  SUPPLEMENTAL  COMPLAINT. 

Settlement  with  the  government  had  not  yet  been  effected  when 
this  suit  was  commenced. 

The  plaintiff  was  concerned  that  the  form  of  the  settlement 
should  not  prejudice  its  rights.  Under  the  law  and  regulations, , 
any  refund  under  the  claim  of  refund  for  1942  taxes  would  be 
paid  to  plaintiff  (Reg.  104,  Sec.  23.16(a)).  But  the  form  of  the 
proposed  settlement  called  for  rejection  of  the  claim  for  refund 
and  would  thus  leave  defendant  in  possession  of  all  the  tax  sav- 
ings (see  p.  23,  supra). 

Plaintiff  therefore  negotiated  with  the  defendant  for  a  stipula- 
tion to  protect  it.  Before  it  was  executed,  the  interveners  in  this 
case  became  fearful  that  it  did  not  adequately  protect  the  plain- 
tiff's rights,  and  they  applied  to  the  court  below  for  relief.  After 
proceedings  in  open  court  (335-399),  the  court  made  a  pretrial 
order  on  the  subject  (l63).  That  order  construed  the  stipulation 
and,  so  construed,  made  it  binding  for  all  purposes  of  the  case. 

Upon  the  basis  of  that  pretrial  order,  the  parties  executed  and 
filed  the  stipulation  herein  on  September  3,  1947   (168-176). 
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The  effect  of  the  pretrial  order  was  to  distribute  the  tax  savins 
bf  $17,000,000  over  the  three-year  period,  attributing  $3,385  290 
to  1942.  In  short,  the  claim  for  refund  was  not  to  be  deemed  to 
lave  been  abandoned  but  to  be  diminished  in  proportion  to  the 
limmution  of  the  entire  tax  savings,  and  placed  in  the  same  status 
IS  if  It  had  actually  been  refunded  and  paid  by  the  government 

0  the  plaintiff  Corporation  and  by  it  paid  into  court  to  await 
udgment. 

In  December  1947,  plaintiff  filed  its  supplemental  complaint 
;208,  231).  ^        ■ 

111.     Other  Relevant-  Fccts 

RANSMUTATION  OF  THE  DEFENDANT  OPERATING  COMPANY. 

1  The  defendant  is  the  same  legal  entity  in  which  the  Corpora- 
ion  made  its  original  investment  of  $75,000,000,  but  it  has  en- 
irely  different  owners.  When  it  went  into  bankruptcy  in  1935 
s  the  debtor,  its  properties  passed  into  the  control  of  bank- 
iptcy  trustees  (19I6).  But  the  actual  railroad  operations  con- 
nued  without  interruption  in  the  name  and  under  the  direction 
f  the  defendant  Operating  Company's  officers. ^-^ 

The  Reorganization  Plan  provided  that  it  could  be  carried  out 
ither  by  revesting  the  properties  (then  under  the  control  of  the 
ustees)  in  the  Operating  Company,  or  transferring  the  prop- 
ties  to  a  new  corporation  formed  for  the  purpose  (233  I.C.C. 
m).  Mr.  Coulson,  a  member  of  the  Reorganization  Committee, 
nought  the  benefits  of  using  the  old  Operating  Company's  corpo- 

te  shell  were  so  substantial  that  he  sought  a  contractual  trans- 
■r  to  the  Reorganization  Committee  by  the  Corporation  of  its 
ock  in  the  Operating  Company  (621).  Otherwise,  a  new  com- 
uv:  would  have  had  to  be  formed  in  order  to  wipe  out  the  stock    ' 

1^1  by  the  Corporation,  as  directed  by  the  Plan. 

Accordingly,  the  Reorganization  Committee  negotiated  a  con- 
jict  dated  November  22,  1943,  with  the  Corporation  and  cer- 

ji^'The  court  order  provided  that  the  "business  shall  be  conducted  in  the 
me  of  the  debtor  by  its  regularly  elected  or  appointed  corporate  officers 
,ents  and  employees,  but  under  and  subject  to  the  direction  of  said 
justees'  (1921). 
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tain  of  its  creditors,  whereby  the  Corporation  agreed  to  transfer 
the  shares  to  the  Committee  or  its  nominee.  On  December  17, 

1943,  the  Bankruptcy  Court  approved  tiie  "use  of  the  debtoi 
company"  in  carrying  out  the  Plan   (1930),  and  on  April  30, 

1944,  the  stock  was  transferred  by  the  Corporation  to  the  Reor- 
ganization Committee  (Chart,  Pi). 

Thus  the  affiliation  for  income  tax  purposes  between  the  Corpo- 
ration and  the  Operating  Company  did  not  cease  until  April  30, 
1944.  The  affiliation  continued  until  then  because  ownership  by 
plaintiff  of  defendant's  stock  continued  until  that  date.  But  the 
economic  unity,  or  community  of  economic  interest,  had  ceasec 
for  all  time  in  1943  (see  pp.  6.  7,  supra),  because  the  right  to 
share  economically  in  defendant  by  virtue  of  proprietorship  had 
ceased  in  1943;  the  technical  ownership  of  the  stock  had  become 
worthless. 

CONSUMMATION  OF  THE  REORGANIZATION. 

Following  the  confirmation  of  the  Reorganization  Plan  in  Octo^ 
ber  1943,  the  steps  necessary  to  consummate  the  reorganizatioi 
were  taken  in  due  course.  In  November  1944  the  Bankrutpc 
Court  made  its  revesting  order  (36).  Pursuant  to  that  order  anc 
on  December  29,  1944,  the  operating  properties  were  turned  bad 
to  the  Operating  Company  by  Trustees'  Deed,  and,  under  date  0 
December  14,  1944,  the  Operating  Company  executed  an  As 
sumption  Agreement  assuming,  among  other  liabilities,  "all  out 
standing  current  liabilities  and  obligations  incurred  by  said  Trus 
tees  *  *  *  arising  out  of  the  possession,  use,  or  operation  of  th 
debtor's  properties  by  said  Trustees,  or  their  conduct  of  the  debl 
or's  business  *  *  *"  (1711,  1713). 

It  will  be  seen  that  the  tax  returns  for  1943  and  1944  and  th 
claim  of  refund  for  1942  taxes  were  all  filed  after  the  economi 
unity  of  the  group  had  ceased  and  also  after  technical  affiliatio 
had  ended.  It  will  be  seen  further  that  the  filing  of  the  claim  fc 
refund  of  1942  taxes  and  the  1944  returns  also  occured  after  th 
Operating  Company  was  out  of  the  hands  of  the  Trustees.  (Se 
Chronology,  appearing  on  the  flyleaf  of  this  brief.)  The  defenc 
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mt  Operating  Company  is  the  party  which  joined  in  all  these  in- 
:ome  tax  returns,  both  during  and  after  bankruptcy.  During  bank- 
■uptcy,  although  it  was  in  the  hands  of  the  Trustees,  it  joined  in 
he  returns  in  its  own  name  by  virtue  of  Section  52  of  the  Internal 
levenue  Code. 

HE  $10,100,000  RESERVE  FUND  TO  PAY  THE  TAXES. 

Throughout  1943  the  Operating  Company  made  accruals  to 
jeet  the  expected  1943  tax  liability  in  excess  of  $7,000,000,  and 
or  the  first  four  months  of  1944  it  made  accruals  in  an  amount 
xceeding  $3,000,000  (6l4  P  56,  1818-1824,  P  76) . 

When  Polk  decided  in  December  1943  that  the  Corporation's 
)SS  could  and  should  be  used  in  the  1943  returns,  he  recom- 
lended  that  the  accruals  on  the  Operating  Company's  books  for 
945  taxes  be  reversed,  but  tliat,  because  of  uncertainties  as  to 
le  allowance  of  the  Corporation's  loss  as  an  offset  to  Operating 
ompany  income,  these  funds  be  placed  in  a  special  reserve  until 
le  taxes  were  finally  determined  (602).  This  was  done  by  order 
:  the  Bankruptcy  Court  on  March  3,  1944,  when  $7,100,000  was 
•dered  designated  "Reserve  Fund  for  Contingent  Tax  Liabilities" 
id  invested  in  U.  S.  Treasury  securities  to  be  used  to  pay  any 
;deral  taxes  found  to  be  due  for  1943  (6l6) . 
In  March  1945,  three  months  after  it  was  out  of  the  hands 
:  the  Trustees,  the  Operating  Company  established  a  further 
serve  of  $3,000,000  against  federal  taxes,  which  was  also  in- 
sted  in  government  securities  (61 6) . 

These  reserves,  aggregating  $10,100,000,  were  still  intact  in 
e  hands  of  the  Operating  Company  at  the  time  of  the  trial.  They 
;re  built  up  out  of  earnings  during  the  very  years  for  which 
?  Corporation's  loss  was  used  to  discharge  the  Operating  Com- 
ny's  taxes. 

Since  the  tax  settlement  with  the  government,  these  reserves 
ve  been  carried  by  the  defendant  as  a  contingent  reserve  to  meet 
y  judgment  in  the  present  action  (517,  518) . 
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THE  OPERATING  COMPANY  AFTER  REORGANIZATION. 

Although  the  Operating  Company  is  the  same  legal  entity 
throughout,  before,  during,  and  after  bankruptcy,  it  is  now  a 
complete  financial  stranger  to  the  Corporation  and  has  been  since 
March  15,  1943,  albeit  "paradoxically"  affiliated  for  income  tax 
purposes  until  April  30,  1944. 

When  it  emerged  from  reorganization  on  December  29,  1944^ 
the  Operating  Company  had  entirely  new  owners.  The  Corpo- 
ration's investment  of  $75,000,000  had  been  wiped  out  and  2i 
creditor's  claim  of  $7,750,000  as  well.  No  other  interest  was 
wiped  out  except  that  of  a  subsidiary  of  plaintiff,  amounting  to 
$61,667.  Other  interests  were  given  income  or  equity  securities  in 
place  of  fixed  debt,  or  scaled  down,  but  these  securities  were 
greatly  enhanced  in  value  by  the  operations  during  bankruptcy 
when  $30,000,000  of  revenue  was  devoted  to  additions  and  better- 
ments and  $6,000,000  to  rolling  stock  (1944  Annual  Report  P 
20C,  page  9;  reprinting  in  the  record  of  the  annual  reports  was 
dispensed  with  by  this  court  (2175)  ) . 

From  the  effective  date  of  the  Reorganization  Plan  until  the  re 
vesting  in  December  1944,  the  Operating  Company's  net  incom( 
was  sufficient  to  meet  all  bond  interest  and  sinking  funds  requirec 
by  the  Plan,  and  leave  $20,658,938  applicable  to  other  corporat( 
purposes  (1196).  In  1943,  net  income  was  sufficient,  after  a  de 
duction  for  taxes  of  $7,100,000  (never  paid  because  of  the  us( 
of  the  Corporation's  loss)  to  pay  all  interest  and  preferred  stocl 
dividend  requirements  and  still  leave  $8,929,844  available  fo 
common  dividends  (1195). 

When  it  emerged  from  bankruptcy  January  1,  1945,  the  Operat 
ing  Company  had  an  unappropriated  earned  surplus  of  $30,000, 
000  (1945  Annual  Rep.  P  20D,  page  15). 

SPECIFICATION  OF  ERRORS  RELIED  UPON 

Appellants'  statement  of  points  on  which  they  intend  to  rely  o 
this  appeal  are  set  forth  at  page  2168  of  the  record.  They  ar 
fourteen  in  number  but  may  be  summarized  as  follows: 
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1.     The  court  erred  in  failing  to  hold  that  the  plaintiff  Corpo- 
ration IS  entitled  to  an  accounting  from  the  Operating  Company 
for  the  benefits  which  it  obtained  as  a  result  of  satisfying  its  tax 
.liabilities  by  using  tax  credits  and  deductions  belonging  to  the 
jCorporation  at  a  time  when  the  Corporation  had  no  financial  in- 
jterest  or  ownership  in  the  defendant  Operating  Company. 
I    2.     The  court  erred  in  holding  that  what  the  plaintiff  seeks 
,is  something  in  the  nature  of  equity  or  value  for  its  former  own- 
lership  of  stock  in  the  defendant,  or  something  denied  it  under 
the  Reorganization  Plan. 

3.  The  court  erred  in  holding  that  the  allowance  of  the  de- 
duction of  plaintiff's  loss  from  defendant's  income  for  tax  pur- 
boses  was  improper,  and  that  such  asserted  impropriety  pre- 
rluded  recovery  by  plaintiff  in  this  action. 

^  4.    It  further  erred  in  giving  no  effect  to  the  stipulation  that 
53,385,290  of  1942  taxes  must  be  deemed  to  have  been  refunded 

0  the  plaintiff  and  by  it  paid  into  court. 

THE  LEGAL  QUESTION  PRESENTED  AND 
THE  TRIAL  COURTS  DECISION 

The  question  here  is  whether  the  defendant  must  account  to 
be  plaintiff  for  the  benefits  which  the  defendant  obtained  by  sat- 
^^fying  its  federal  tax  liabilities  by  using  tax  rights  belonging 
b  the  plaintiff,  at  a  time  when  the  plaintiff  had  lost  its  stock 
quity  in  the  defendant,  and  where  the  tax  rights  arose  out  of 
pat  very  loss. 

1  It  is  submitted  that  under  the  facts  the  defendant  must  account 
)r  the  following  reason: 

The  defendant  has  been  enriched  as  a  result  of  using  plaintiff's    - 
|ghts.  That  enrichment  is  unjust  because  under  the  tax  law  the 
jirent  corporation  whose  rights  make  tax  savings  possible  (the 

aintiff  here)  is  entitled  to  the  benefits  arising  from  the  use  of 
lose  rights  in  consolidated  returns.  That  enrichment  is  also  un- 
st  because  defendant  occupied  a  fiduciary  relation  to  plaintiff 
iid  may  not  retain  a  benefit  received  as  such  fiduciary  through 
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the  use  of  plaintiff's  rights.  There  being  an  unjust  enrichment,  de- 
fendant must  make  restitution. 

The  trial  court  found  the  facts  in  favor  of  plaintiff.  But  it  ren- 
dered judgment  for  defendant.  Then,  on  timely  motion,  it 
amended  the  judgment  to  provide  that  defendant  should  not  re-: 
cover  its  costs  (325)  because  "under  all  of  the  circumstances  of: 
this  litigation,  it  would  be  more  just  if  each  side  were  to  beail 
its  own  costs"  (323). 

The  basis  of  the  court's  decision  was  its  belief  that  it  was 
"puzzling,  if  not  downright  amazing"  that  the  Operating  Com 
pany  could  avail  itself  of  the  Corporation's  loss  (267) ;  that  the 
tax  "escape"  of  the  Operating  Company  was  "erroneous  and 
unjust"  (271);  and  that  if  the  court  "had  the  power,  I  would 
not  hesitate  to  set  aside  the  tax  settlement  *  *  *  and  order  these 
taxes  paid  to  the  United  States"  (270) . 

The  court  was  further  of  the  view  that  the  Corporation  wa; 
not  really  seeking  to  share  in  the  tax  savings,  but  that  its  suit  wa; 
"rather  *  *  *  ^  circuitous  way  of  obtaining  something  in  the 
nature  of  equity  or  value  for  its  ownership,  rejected  in  the  reor 
ganization  plan"  (272),  and  that  "to  make  any  award,  in  thi 
cause,  under  the  assumed  authority  of  equity  principles,  woulc 
be  in  effect  to  modify  the  administrative  and  judicial  judgment 
in  the  reorganization  proceeding"  (274). 

It  concluded  that  "as  between  the  parties,  no  persuasion  of  con 
science  or  equity  impels  me  to  do  otherwise  than  to  leave  th 
parties  where  they  are,  the  defendant  with  the  amazing  and  un 
deserved  tax  success;  the  plaintiff,  as  the  reorganization  decre 
left  it,  without  interest  in  the  debtor"  (276) . 

At  pages  76-95,  infra,  we  shall  discuss  the  trial  court's  reasonlij 
ing  and  show  that  it  is  not  sound.  ^ 

SUMMARY  OF  THE  ARGUMENT 

Although  the  court  below  referred  to  the  income  tax  pictui 
presented  by  this  action  as  "bizarre"  (265)  and  the  defendant 
use  of  the  tax  statute  as  "puzzling,  if  not  downright  amazing 
(267),  the  record  reveals  that,  while  the  facts  are  unusual,  the 
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|are  not  in  dispute,  and  the  legal  principles  involved  are  simple 
and  their  application  clear. 

If  the  subject  matter  of  this  suit  were  a  white  horse  belonging 
to  the  plaintiff,  which  the  defendant  appropriated  to  its  own 
use,  It  would  not  take  a  court  long  to  hold  that  the  defendant 
was  accountable  to  the  plaintiff.  That  the  subject  matter  is  a 
,$75,000,000  loss  sustained  by  the  plaintiff,  which  the  defendant 
^used  to  discharge  its  $17,000,000  tax  liability,  may  present  a  novel 
factual  situation,  but  it  does  not  involve  unusual  legal  prin- 
|:iples. 

I  The  amount  is  indeed  large,  but  this  does  not  affect  the  merits. 
j^ny  shock  which  the  defendant  might  suffer  through  having  to 
Account  for  its  enrichment  is  cushioned  by  the  fact  that  it  pos- 
^^esses  a  funded  reserve,  consisting  of  $10,100,000  of  government 
bonds,  for  the  specific  purpose  of  responding  to  any  judgment 
•endered  against  it  in  this  action.  This  reserve  was  built  ifp  out 
bf  charges  to  current  earnings  during  the  years  in  question  for 
jhe  purpose  of  paying  the  very  taxes  which  were  later  discharged 
by  the  use  of  plaintiff's  loss.  It  would  have  long  since  been  paid 
|o  the  United  States  and  spent  for  war  purposes,  like  the  taxes 
»aid  by  other  railroads,  had  the  defendant  not  used  the  plaintiff's 
bss  to  satisfy  its  taxes. 

'  Both  the  controlling  facts  and  the  legal  principles  involved  are 
jimple. 

The  controlling  facts,  in  summary,  are  these: 

1.  Plaintiff  sustained  a  loss  of  $75,000,000. 

2.  This  loss  was  of  value  to  anyone  who  could  use  it  for  the 
jurpose  of  reducing  or  eliminating  income  tax.  To  that  extent  it 
hs  a  thing  of  value,  and  it  was  plaintiff's. 

I  3.     It  could  not  be  used  except  by  plaintiff  or  with  its  consent 
|/idenced  by  a  consolidated  return  in  which  it  joined. 

4.  Defendant  appropriated  that  loss  and  right  of  use  to  its 
|ivn  benefit  to  the  extent  of  $17,000,000. 

5.  It  was  able  to  do  this  because  it  occupied  a  fiduciary  re- 
tion  to  plaintiff  and  a  position  of  dominance  and  because  of 
[■lality  of  positions  occupied  by  officers  and  employees. 
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6.  By  reason  of  the  fiduciary  relation  and  duality  of  repre- 
sentation, plaintiff  was  incapable  of  precluding  itself  from  re- 
covering compensation  for  this  appropriation,  by  any  agreement 
it  might  make,  or  of  protecting  itself  by  an  agreement,  and  in 
fact,  because  of  that  fiduciary  relation  and  duality,  it  made  no 
agreement  on  the  subject. 

7.  Plaintiff  had  been  a  parent  and  defendant  a  subsidiary. 
Defendant's  appropriation  of  plaintiff's  loss  occurred  after  plain- 
tiff and  defendant  had  become  economic  strangers  to  each  other. 

The  legal  principles  under  which  plaintiff's  right  of  recovery 
flows  from  these  facts  may  be  summarized  thus: 

A  person  who  is  unjustly  enriched  through  use  of  what  belongs 
to  another  is  required  to  make  restitution  to  the  other.   A  persons 
is  enriched  if  he  has  received  a  benefit.   Saving  another  from  ex-i 
pense  or  loss  confers  a  benefit  just  as  much  as  the  actual  delivery) 
of  property.   A  person  is  unjustly  enriched  if  the  retention  of  the 
benefit  would  be  unjust. 

The  purpose  of  the  tax  statute  in  permitting  consohdated  re-i 
turns  is  to  allow  the  group  to  be  regarded  as  an  entity,  balancing; 
losses  against  gains,  and  thereby  necessarily  to  ameliorate  the 
losses  of  the  parent  by  the  amount  of  the  tax  saving.  It  is  not: 
the  purpose  to  permit  the  subsidiary  to  escape  its  just  taxes.    ■ 

When  a  parent's  loss  is  used  in  consolidated  returns  to  dis' 
charge  a  subsidiary's  tax  liability,  at  a  time  when  the  parent-sub-: 
sidiary  relationship  has  been  severed  and  the  parent  has  no  fur-) 
ther  interest  in  the  subsidiary,  the  subsidiary  should  account  to  the; 
parent  for  the  benefit  arising  from  the  use  of  the  parent's  loss. 
Retention  would  be  unjust. 

Moreover,  one  who  occupies  a  fiduciary  relation  to  another,  asi 
the  Operating  Company  did  to  the  Corporation,  may  not  use  that 
relationship,  or  the  opportunities  it  affords,  or  the  rights  of  the 
other,  to  obtain  a  personal  benefit,  and  if  he  does,  he  must  ac- 
count for  that  benefit. 

With  respect  to  the  reasons  expressed  in  the  opinion  of  the 
court  below,  this  may  be  said,  in  summary:  .  'WJ 
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The  use  of  plaintiff's  loss  as  a  tax  deduction  was  proper.  Apart 
from  that,  the  propriety  of  the  tax  savings  as  respects  the  Treasury 
was  simply  not  an  issue  in  this  action.  Moreover,  as  between  the 
parties  it  would  be  no  answer  to  the  duty  of  defendant  to  account 
to  plaintiff  even  were  there  some  impropriety  in  the  tax  deduc- 
tions as  respects  the  Treasury,  a  fact  which  is  nowhere  shown  in 
[the  record  and  which  is  unfounded  in  law. 

Under  the  law  consolidated  returns  could  be  filed  and  the 
Operating  Company's  tax  liability  discharged  by  the  Corpo- 
ration's loss.  This  was  done,  and  the  Treasury  Department,  after 
I  formal  hearing,  agreed  in  writing  to  this  result.  The  court's 
:omments  as  to  what  it  would  do  with  the  tax  settlement  if  it  had 
:he  power  (i.e.,  set  it  aside  and  order  the  taxes  paid  to  the  govern- 
nent)  are  entirely  gratuitous.  They  are  understandable,  however, 
)n  the  basis  that  it  would  be  unconscionable  for  the  Operating 
Zompany  to  escape  the  payment  of  its  just  wartime  taxes  merely 
i)ecause  its  former  parent  had  lost  its  $75,000,000  investment, 
vithout  any  accounting  to  the  former  parent  for  the  benefit  thus 
eceived. 

The  defendant  Operating  Company  conceived,  planned,  di- 
ccted  and  carried  through  the  tax  arrangement.  It  used  the  Cor- 
■oration's  loss  to  discharge  $17,000,000  of  its  taxes.  The  tax 
avings  sanctioned  by  the  tax  law  and  agreed  to  by  the  Treasury 
)epartment  should  go  to  the  plaintiff  Corporation  to  ameliorate 
s  loss.  Any  judicial  resentment  flowing  from  the  astonishment 
rovoked  by  the  unusual  tax  result  should  not  be  directed  against 
le  Corporation,  whose  crushing  loss  was  the  basis  accepted  by 
le  government  for  cancelling  the  Operating  Company's  taxes. 
ather,  it  should  be  directed  to  seeing  that  the  benefit  intended 
.'  the  tax  statute  should  accrue  to  party  for  whose  relief  the 
^atute  was  conceived. 

Similarly,  the  trial  court's  view  that  the  plaintiff  is  seeking  to 
:>tain  something  in  the  nature  of  equity  or  value  for  its  former 
■vnership,  rejected  in  the  Reorganization  Plan,  is  erroneous, 
he  Reorganization  Plan  was  drastic  and  wiped  out  the  entire 
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equity  of  the  stockholder  although  the  railroad  was  earning  a 
large  income.  But  plaintiff  does  not  seek  to  go  behind  the  Plan 
and  its  drastic  treatment.  The  consummation  of  the  Plan  stripped 
the  plaintiff  of  its  ownership  but  left  plaintiff  with  somediing 
in  its  place — a  large  loss.  The  defendant  then  went  beyond  the 
Plan  and  appropriated  what  plaintiff  had  left  in  order  to  fatten 
its  surplus  by  an  additional  $17,000,000,  something  never  con- 
templated by  the  Plan.  The  tax  savings  which  gave  rise  to  plain- 
tiff's claim — as  a  creditor  of  defendant  and  not  as  a  former  stock- 
holder— arose  after  the  Plan  was  effected  and  consummated. 


Argument 

I. 

PLAINTIFF  IS  ENTITLED  TO  RECOVER  UNDER  THE  EQUITABLE 

PRINCIPLES  OF  UNJUST  ENRICHMENT 

Fundamentally,  plaintiff  is  entitled  to  recover  on  the  equitable 
principle  of  unjust  enrichment.  The  law  of  quasi-contract  is 
based  on  that  principle,  and  it  is  in  the  law  of  quasi-contract  that 
law  and  equity  continue  to  maintain  that  capacity  to  do  justice  in 
new  situations  for  which  the  Anglo-American  system  of  jurispru- 
dence is  deservedly  famous.^ 


nWilliston  on  Contracts  (Rev.  ed.),  p.  9,  states: 

"  *  *  *  quasi-contractual  obligations  are  imposed  by  the  law  for  the 
purpose  of  bringing  about  justice  without  reference  to  the  intention 
of  the  parties  *  *  *" 
and 

""As  the  law  may  impose  any  obligations  that  justice  requires,  the 

only  limit  in  the  last  analysis  to  the  category  of  quasi  contracts  li 

that  the  obligation  in  question  more  closely  resembles  those  created 

by  contract  than  those  created  by  tort."  ! 

And  cf.  Sloss,  J.,  in  Humboldt  Sav.  Bank  v.  McCleverty,  l6l  Cal.  285J 

292:  "It  has  always  been  the  pride  of  courts  of  equity  that  they  will  sc^ 

mould  and  adjust  their  decrees  as  to  award  substantial  justice  according 

to  the  requirements  of  the  varying  complications  that  may  be  presented  tc 

them  for  adjudication."  And  cf.  Addison  v.  Holly  Hill  Co.,  322  U.S 

607  at  620. 
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The  applicable  principle  is  set  forth  in  the  Kestatement  of 
Resthution,  Section  1: 

"A  person  who  has  been  unjustly  enriched  at  the  expense 
of  another  is  required  to  make  restitution  to  the  other." 

The  meaning  of  this  rule  is  amplified  by  the  Comment  that 
follows  : 

"a.  A  person  is  enriched  if  he  has  received  a  benefit  (see 
Comment  b) .  A  person  is  unjustly  enriched  if  the  retention 
of  the  benefit  would  be  unjust  (see  Comment  c).  A  person 
obtains  restitution  when  he  is  restored  to  the  position  he  for- 
merly occupied  either  by  the  return  of  something  which  he 
formerly  had  or  by  the  receipt  of  its  equivalent  in  money. 
Ordinarily,  the  measure  of  restitution  is  the  amount  of  en- 
richment received  (see  Comment  d),  but  as  stated  in  Com- 
ment e,  if  the  loss  suffered  differs  from  the  amount  of 
benefit  received,  the  measure  of  restitution  may  be  more  or 
less  than  the  loss  suffered  or  more  or  less  than  the  enrich- 
ment." 

Zomment  b  states: 

"What  constitutes  a  benefit.  A  person  confers  a  benefit 
upon  another  if  he  *  *  *  in  any  way  adds  to  the  other's 
security  or  advantage.  He  confers  a  benefit  not  only  where 
he  adds  to  the  property  of  another,  but  also  where  he  saves 
the  other  from  expense  or  loss.  The  word  'benefit,'  there- 
fore, denotes  any  form  of  advantage.  The  advantage  for 
which  a  person  ordinarily  must  pay  is  pecuniary  advantage. 


It  is  self-evident  that  in  the  present  case  defendant  has  been 
tifiched.  Here  the  discharge  of  defendant's  tax  liability,  by  the 
se  of  plaintiff's  loss  and  credits,  was  the  conferring  of  a  benefit 
pon  the  defendant  and  its  enrichment,  within  the  meaning  of 
le  law  of  quasi-contract,  just  as  much  as  if  the  defendant  had 
iken  dollars  from  the  plaintiff  and  with  those  dollars  discharged 
s  tax  liability. 
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The  Shreveport  Bank  Cases. 

The  duty  to  make  restitution  applies  just  as  much  where  the 
enrichment  consists  of  tax  savings  as  where  it  consists  of  some 
other  kind  of  benefit.  In  Commercial  Nat.  Bank  in  Shreveport 
V.  Connolly,  176  F.2d  1004  (5  Cir.)  decided  September  6,  1949, 
the  very  day  that  the  court  below  rendered  its  opinion  in  this 
case,  one  corporation  was  ordered  to  account  to  another  for  tax 
savings  resulting  from  the  use  of  the  latter' s  tax  credits.  Numer- 
ous other  issues  were  involved  in  the  suit,  but  on  the  issue  that 
is  relevant  here  the  facts  are  as  follows: 

The  Commercial  National  Bank  of  Shreveport  [the  old  bank], 
being  in  financial  straits,  transferred  its  assets  to  a  new  bank, 
Commercial  National  Bank  in  Shreveport  [the  new  bank],  and 
the  latter  assumed  its  liabilities.  Later  a  receiver  for  the  old  bank 
was  appointed.  Still  later  the  receiver  sued  the  new  bank  for  an 
accounting. 

The  State  of  Louisiana,  in  which  the  banks  were  located,  im- 
poses a  tax  on  the  capital  stock  of  national  banks,  assessable 
against  the  bank.  In  determining  the  assessable  value  of  the 
stock,  the  Louisiana  law  provides  that  the  assessed  value  of  real 
estate  owned  by  the  bank  is  deductible  from  what  would  other- 
wise be  the  value  of  the  stock. 

Over  a  space  of  5  years  the  new  bank,  in  determining  the  tax 
value  of  its  capital  stock,  treated  the  real  estate  of  the  old  bank, 
which  had  been  transferred  to  the  new  bank  and  stood  in  its  name, 
as  its  own  property.  Thereby,  over  a  period  of  5  years  it  paid  inj 
taxes  $192,000  less  than  it  otherwise  would  have.  In  short,  it 
saved  taxes  of  $192,000. 

In  Leslie  v.  Commercial  Nat.  Bank  In  Shreveport,  28  F.  Supp. 
927,  the  District  Court  found  that  the  property  had  been  trans- 
ferred by  the  old  bank  to  the  new  in  pledge  and  therefore  still 
belonged  to  the  old  bank.  On  this  factual  basis  it  held  that  the 
new  bank  must  account  to  the  old  bank  for  this  tax  savings,  even 
though  the  old  bank  had  suffered  no  detriment.  Its  reasoning 
was  as  follows  (p.  933)  : 
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"*  *  *  There  can  be  little  question  but  what  the  relation 
of  the  new  Bank  to  the  old  and  the  administration  of  the 
property  and  estate  intrusted  to  the  former,  was  one  re- 
quiring the  utmost  good  faith  and  constituted  it  an  agent, 
trustee  or  fiduciary.  *  *  *  It  could  not  profit  therefrom  in 
any  manner  other  than  as  provided  by  the  contract,  or  per- 
mit anyone  else  to  do  so.  *  *  * 

'"*  *  *  The  fact  that  the  new  Bank  and  its  officers  would 
be  placed  in  a  dual  relationship  with  respect  to  the  old  and 
new  Banks  and  their  respective  stockholders,  was  necessarily 
known  to  both  sides,  as  parties  to  the  contract,  because  of  its 
very  nature.  *  *  *  I  do  not  believe  that  the  property  of  the 
Old  Bank  could  be  thus  used  without  its  consent  to  the 
benefit  and  profit  of  the  stockholders  of  the  new  Bank,  and 
the  latter  should  not  be  allowed  to  take  credit  for  the  taxes 
paid  under  the  circumstances  of  this  case. 

"*  *  *  The  fact  that  the  Old  Bank  suffered  no  loss  or  will 
be  benefited  by  this  conclusion  makes  no  difference.  (See 
the  authorities  above  cited.)" 

On  appeal  the  Circuit  Court  of  Appeals  for  the  Fifth  Circuit 
agreed  with  the  District  Judge  on  this  phase  of  the  case.  Com- 
mercial Nat.  Bank  in  Shreveport  v.  Parsons,  144  F.2d  231.  The 
court  said  on  this  point: 

"It  was  the  appellant's  duty  as  pledgee  and  liquidator  to 
pay  taxes  on  the  trust  estate,  and  the  amount  so  paid  was 
properly  charged  to  the  old  bank;  but  appellant  had  no 
right  to  deduct  from  the  assessed  value  of  its  own  capital 
stock  the  value  of  -such  real  estate  as  was  shown  on  its  pub- 
lished statements,  because  it  was  not  the  owner  thereof 
within  the  meaning  of  the  statute  authorizing  such  deduc- 
tions. The  credit  thus  obtained  by  the  new  bank  was  a  profit 
derived  from  the  trust  property  as  effectively  as  if  it  had 
been  paid  that  much  in  cash.  This  was  a  profit  of  $191,- 
778.55,  which  over  a  series  of  years  was  obtained  by  appel- 
lant from  the  use  and  possession  of,  and  record  title  to,  trust 
property.  It  clearly  does  not  belong  to  the  trustee  or  to  its 
stockholders.  What  shall  be  done  with  it  in  an  accounting 
between  the  trustee  and  the  cestui  que  trust? 

"*  *  *  We  concur  in  the  opinion  of  the  court  below  that 
the  items  in  controversy  should  have  been  credited  to  the 
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cestui  que  trust,  and  refer  to  the  authorities  therein  cited." 
(pp.  236,  237) 

A  petition  for  rehearing  was  denied,  145  F.2d  191,  as  was 
certiorari,  323  U.  S.  796.  j| 

On  remand  the  new  bank  sought  leave  to  deny  that  the  assets' 
had  been  transferred  in  pledge  and  to  assert  that  they  had  been 
transferred  outright.  The  trial  court  adhered  to  its  decision  re- 
lative to  the  tax  savings.  Connolly  v.  Commercial  Nat.  Bank  in 
Shreveport,  72  F.  Supp.  961  at  963. 

On  a  second  appeal,  the  Court  of  Appeals  sat  en  banc.  This 
time  a  majority  of  the  court  held  that  most  of  the  assets  had  been 
transferred  outright  to  the  new  bank,  and  that  consequently  the 
tax  savings  derived  therefrom  resulted  from  the  new  bank's  own 
property. 

But  as  to  certain  other  assets,  it  was  held  that  they  had  been 
transferred  in  pledge,  and  that  the  new  bank  must  account  to 
the  old  for  tax  savings  resulting  from  their  use.  Commercial  Nat. 
Bank  in  Shreveport  v.  Connolly,  176  F.2d  1004  (Sept.  6,  1949). 
On  the  first  appeal  there  had  been  one  dissent  as  to  the  duty  to 
account  for  the  tax  savings.  But  on  the  second  appeal  the  court's 
opinion  was  written  by  the  very  judge  who  had  dissented  on  the 
first  appeal.  Thus  the  whole  court  finally  concurred  that  there 
was  a  duty  to  account  for  tax  savings  to  the  party  whose  rights 
were  used  to  achieve  that  saving.  The  court  said  (p.  1008) : 

"*  *  *  the  New  Bank  should  account  to  the  receiver  of 
the  Old  Bank  for  all  such  savings  as  accrued  to  it  from  the 
inclusion  of  any  Class  C  real  estate  in  its  capital  stock  tax 
return." 

The  rationale  of  the  dissenting  opinion  on  the  first  appeal  was 
similar  to  that  of  the  court  below  in  this  case.  The  fact  that  the 
dissenting  judge  abandoned  those  views  on  the  second  appeal 
and  embraced  the  other  opinion  is  significant.  We  shall  consider 
this  phase  of  the  case  further  (pp.  84,  85,  below) . 
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A.  THE  RETENTION  OF  THE  BENEFITS  RECEIVED  BY  DEFENDANT  WOULD 
BE  UNJUST  FOR  TWO  MAJOR  REASONS.  THE  FIRST  REASON  IS  THAT 
SUCH  RETENTION  IS  INCONSISTENT  WITH  THE  RATIONALE  AND 
PURPOSES  OF  CONSOLIDATED  RETURNS. 

We  have  seen  that  the  defendant  has  been  enriched.  And  we 
have  seen  that  if  the  enrichment  was  unjust,  plaintiff  is  entitled 
to  recover.  The  enrichment  was  unjust  for  two  independent 
reasons,  each  of  which  we  shall  discuss. 

The  first  reason  is  that  such  retention  is  inconsistent  with  the 
rationale  of  consolidated  returns  and  with  the  purpose  of  Con- 
gress in  allowing  them. 

The  principle  underlying  consolidated  returns — their  rationale 
— is  summarized  in  II  Montgomery's  Federal  Taxes,  Corporations 
and  Partnerships,  1946-1947  issue,  at  page  633,  where  legislative 
reports  and  similar  material  are  quoted.-  The  principle  is  this: 
A  group  of  affiliated  corporations  is  an  economic  entity  and,  un- 
less the  group  as  a  whole  in  tlie  conduct  of  the  business  enter- 
prise shows  net  profits,  those  who  conduct  the  business — the  own- 
ers of  the  parent — have  realized  no  gain,  despite  the  legal  fiction 
|of  separate  corporations.  As  said  in  Handy  &  Havfuan  v.  Burnet, 
284  U.S.  136,  140,  the  purpose  is 

1  "to  require  taxes  to  be  levied  according  to  the  true  net  in- 
come and  invested  capital  resulting  from  and  employed  in  a 
single  business  enterprise,  even  though  it  was  conducted  by 
means  of  more  than  one  corporation." 

The  rationale  of  consolidated  returns  "is  the  recognition  of  this 
:ommon  owner's  right  to  set  off  against  his  gains  in  the  one 


-Consolidated  returns  were  first  required,  but  only  for  excess  profits 
ax,  by  Treasury  Regulation  in  1917.  This  was  validated  by  the  1921  Act. 
"onsolidated  returns  were  compulsory  for  both  normal  and  excess  profits 
axes  between  1918  and  1921,  inclusive.  They  were  permissive  but  not 
nandatory  for  1922-1933,  inclusive.  They  were  not  permitted,  except  in 
asc  of  certain  railroad  corporations,  from  1934-1939,  inclusive.  They 
vcre  permissive  for  all  corporations  with  respect  to  excess  profits  taxes 
n  1940  and  1941.  In  1942  the  Revenue  Act,  Section  141(a),  extended 
he  privilege  to  all  corporations  for  all  years  after  December  31,  1941, 
vith  respect  to  both  normal  taxes  and  excess  profits  ta.xes.  (For  the  forc- 
;oing  history  see  II  Montgomery's  Federal  Taxes,  Corporations  and 
Partnerships,  1946-1947  issue,  at  p.  632.)   - 
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[corporation]  his  losses  in  the  other  [corporation]."  Duke  Power 
Co.  V.  Commissioner  of  Internal  Revenue,  44  F.2d  543  at  545  (4 
Cir.),  cer.  den,  282  U.S.  903,  containing  an  excellent  statement 
of  the  history  and  purpose  of  consolidated  returns  and  the  con- 
cept of  the  economic  unity.  So  also  Alameda  Inv.  Co.  v.  McLaugh- 
lin, 28  F.2d  81  (D.C.  N.D.  Cal.),  aff'd  33  F.2d  120  (9  Cir). 

In  Appendix  One  to  this  brief  we  quote  from  some  of  the  leg- 
islative history  on  the  subject. 

When  the  law  recognizes  the  group  of  affiliated  corporations 
as  an  economic  entity  and  permits  the  offsetting  of  the  profits  of 
one  affiliate  against  the  losses  of  another,  it  does  so  for  the  pur- 
pose and  with  the  effect  of  benefiting  the  ultimate  owners  of 
the  business  entity,  who  are,  of  course,  the  stockholders  of  the 
parent  corporation.  The  means  which  the  law  adopts  to  benefit 
these  ultimate  owners  is  the  amelioration  of  the  loss  suffered  by 
the  ultimate  owners  because  of  losses  of  any  one  affiliate;  this 
amelioration  is  accomplished  by  permitting  the  losses  to  reduce  or 
eliminate,  for  tax  purposes,  the  profits  of  other  affiliates. 

The  present  case  is  an  unusual  one  because  the  economic  unity 
between  the  parent  and  the  subsidiary  was  severed  before  the  tax 
saving  was  claimed  or  achieved,  the  severance  being  the  very  fact 
that  produced  the  loss. 

In  such  a  case,  if  the  tax  saving  is  permitted  to  be  retained  by 
the  former  subsidiary  after  severance  of  the  economic  unity,  with- 
out making  restitution  to  the  parent,  particularly  where  the  loss : 
was  that  of  the  parent  directly,  both  of  the  underlying  principles 
of  the  consolidated  return  provisions  of  the  income  tax  law  have 
been  defeated: —  (l)  The  stockholders  of  the  parent  corpora- 
tion will  not  obtain  the  benefit  resulting  from  filing  a  consolidated 
return,  and  (2)  in  addition,  the  loss  which  they  suffered — and  here  i 
suffered  directly — will  not  have  been  ameliorated. 

On  the  contrary,  new  owners  of  the  former  subsidiary  will  reap  • 
a  profit — a  sheer  windfall — from  the  misfortune  of  the  old  own 
ers.  The  income  tax  laws  will  have  been  used  to  enrich  complete;? 
strangers  to  the  economic  entity  for  whose  protection  consolidated 
returns  are  permitted.  The  fact  that  the  retention  of  the  enrich- 


41 
ment  would  defeat  the  policy  of  the  statute  shows  the  enrich- 
ment to  have  been  unjust. 

In  Woolford  Realty  Co.  v.  Rose,  286  U.S.  319,  the  Supreme 
Court  (Cardozo,  J.)  held  that  the  use  of  consolidated  returns  did 
not  permit  a  corporation  to  deduct  from  its  profits  the  loss  of  an 
affiliate  sustained  in  a  year  prior  to  that  in  which  the  affiliation 
began.  "The  mind  rebels  against  the  notion,"  it  said,  "that  Con- 
gress in  permitting  a  consolidated  return"  was  willing  to  permit 
a  corporation  to  profit  by  the  loss  of  one  who  was  a  stranger  when 
the  loss  was  sustained. 

In  the  present  case  v/e  have  the  converse  situation,  for  here  the 
tax  savings  were  claimed  after  the  economic  unity  was  destroyed, 
and  laws  and  regulations  had  come  into  effect  subsequent  to  Wool- 
ford  which  permitted  the  tax  saving  in  this  case.  But  it  is  just  as 
[shocking  to  one's  sense  of  justice  to  permit  the  defendant  to  ap- 
propriate for  its  own  benefit  losses  with  which  it  had  nothing  to 
'do,  as  it  was  in  the  Woolford  case  to  contemplate  the  appropria- 
tion by  one  affiliate  of  the  losses  suffered  by  another  in  years 
Iprior  to  the  time  of  affiliation. 

If  the  economic  unity  had  not  been  severed,  the  benefits  would 

still  inure  to  plaintiff  though  retained  by  defendant.  But  "the 

mind  rebels  against  the  notion"  that,  after  the  economic  unity 

lias  been  terminated,  the  defendant  may  appropriate  plaintiff's 

rax  credit  resulting  from  plaintiff's  losses  without  making  res- 

jritution.  In  the  language  of  the  Woolford  case,  "to  such  an  at- 

I'empt  the  reaction  of  an  impartial  mind  is  little  short  of  instinc- 

jive."  This  "instinctive  reaction"  of  which  the  Court  speaks  is  the 

eqiiivalent  of  the  conscience  of  the  chancellor,  the  "good  consci- 

nce"  with  which  the  law  of  quasi-contract  and  unjust  enrichment 

s  concerned,  and  which  determines  whether  an  enrichment  is 

ust  or  unjust.  The  party  whose  loss  made  the  tax  saving  possible 

hould  receive  it  as  a  partial  amelioration  of  its  loss,  rather  dian 

nother  who  was  not  in  good  conscience  entitled  to  any  tax  saving 

vhatever. 

In  Helvering  v.  Morgan's,  Inc.,  293  U.S.  121,  127,  the  court 
aid  that  "After  affiliation,  as  before,  the  affiliated  corporations, 
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although  filing  consolidated  returns,  continued  to  be  separate  tax- 
able units.  The  consolidated  returns  operated  only  to  unite  them 
for  the  purpose  of  tax  computation  and  the  equitable  apportion- 
ment between  them  of  the  tax  thus  computed." 

Equitable  apportionment  of  the  tax  involves  equitable  appor- 
tionment of  the  savings,  and  what  is  equitable  must  be  decided 
in  the  light  of  the  fact  which  distinguishes  our  present  case  from 
all  others,  namely,  that  the  corporations  are  in  fact  separate  en- 
tities, not  merely  legally,  as  the  Morgan's  case  indicates  is  true, 
of  all  affiliates  filing  consolidated  returns,  but  also  economicallyJ 
and  factually.  \ 

The  Report  of  the  Senate  Finance  Committee  on  the  Revenue 
Bill  of  1928,  70th  Congress,  1st  session.  Senate  Report  960,  which' 
we  quote  in  part  in  appendix  one  to  this  brief,  also  stated  tliat^ 
"Much  of  the  misapprehension  about  consolidated  returns  will 
be  removed  when  it  is  realized  that  *  *  *  no  ultimate  advantage 
under  the  tax  laws  really  results."  Similarly,  in  the  Report  of  the 
Senate  Finance  Committee  on  the  Revenue  Bill  of  1932,  72nd 
Congress,  1st  session.  Senate  Report  665,  at  page  9,  it  was  said 
concerning  consolidated  returns,  "No  improper  benefits  are  ob- 
tained from  the  privilege." 

After  quoting  these  passages,  the  Board  of  Tax  Appeals  in 
/.  D.  &  A.  B.  Spreckels  Co.,  41  B.T.A.  370,  375,  answered  in  the 
negative  the  question  "whether  or  not  the  framers  of  the  statute 
intended  that  the  privilege  of  making  consolidated  returns  may  be 
enjoyed  in  cases  where  the  affiliation  does  not  serve  a  business 
purpose,  as  distinguished  from  a  tax-reducing  purpose." 

No  purpose  other  than  a  tax  reducing  purpose  could  have  been' 
served  in  the  present  case  except  by  applying  the  tax  savings  to 
ameliorate  plaintiff's  loss.  Otherwise,  it  cannot  conceivably  be  said 
that  "no  ultimate  advantage  under  the  tax  laws  really  results"  o] 
that  "No  improper  benefits  are  obtained  from  the  privilege." 
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The  Law  and  Regulations  Concerning  Joinder  in  Consolidated 
Returns  by  One  in  Receiversiiip  or  Bankruptcy. 

Section  52  of  the  Internal  Revenue  Code  provides  that  when 
a  trustee  in  bankruptcy  is  operating  the  business  of  a  corporation, 
I  he  shall  make  the  income  tax  returns  for  it  in  the  same  manner 
and  form  as  corporations  are  required  to  do,  and  the  tax  due  on 
the  basis  of  the  returns  shall  be  collected  in  the  same  manner  as 
iif  collected  from  the  corporation. 

Treasury  Regulation  104,  Sec.  23.15,  subd.  (b),  provides  that 
if  one  or  more,  but  not  all,  of  the  members  of  an  affiliated  group 
are  in  bankruptcy,  the  tax  liability  of  each  such  member  for  the 
period  covered  by  a  consolidated  return  shall  not  exceed  such  por- 
jtion  of  the  consolidated  tax  liability  as  the  affiliates  may  agree 
^upon,  or,  in  the  absence  of  such  an  agreement,  an  amount  equal 
{to  its  liability  "computed  as  if  a  separate  return  had  been  filed." 
;  And  in  the  fall  of  1942,  Section  23(g)(4)  was  added  to  the 
llnternal  Revenue  Code  to  permit  the  loss  of  a  parent  corporation 
esulting  from  worthlessness  of  stock  of  a  subsidiary  to  be  used  as 
n  operating  loss.  But  for  this  amendment  the  plaintiff's  loss  could 
jaot  have  been  used  to  offset  defendant's  income, 
i  Bankruptcy  of  a  subsidiary  usually  makes  the  stock  interest  of 
j:he  parent  valueless  and  deprives  the  parent  of  control  over  it. 
However,  under  the  foregoing  provisions,  any  stock  loss  of  the 
barent  resulting  from  the  bankruptcy  is  offsettable  against  the 
income  of  the  subsidiary,  the  subsidiary  being  permitted  to  pay  a 
tax  computed  "as  if  a  separate  return  had  been  filed,"  thus  giving 
fhe  tax  benefit  of  the  parent's  loss  to  the  parent. 

The  several  provisions  of  the  law  and  regulations  thus  show 
ji  legislative  intention  that  a  parent  whose  subsidiary  goes  into 
bankruptcy,  with  resulting  loss  of  the  value  of  the  parent's  stock, 
ihould  have  the  benefit  of  any  tax  saving  resulting  through  the 
'iling  of  consolidated  returns  and  the  offsetting  of  the  subsidiary's 
income  by  the  parent's  loss. 

j  Defendant's  tax  counsel,  Polk,  explained  the  purpose  of  the 
{942  change  in  the  tax  law,  made  by  the  addition  of  Section  23 
I'g)  (4),  as  follows  (1447): 
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"Q.     As  a  matter  of  fact,  this  case  could  not  have  hap- 
pened except  for  a  change  in  the  law  in  October  1942,  could  : 
it? 

"A.     No,  it  could  not  have. 

"Q.     What  was  that  change  in  the  law  which  made  this  j 
possible  ? 

"A.  Well,  there  was  a  very  unfair  situation  in  consoli- 
dated return  accounting  up  to  that  point  that  section  23(g) 
(4)  was  designed  to  correct.  You  see,  under  consolidated  re- 
turns inter-company  transactions  are  eliminated,  and  where 
a  parent  corporation  puts  out  its  cash  for  a  subsidiary  com- 
pany and  then  the  subsidiary  company  becomes  worthless,  if  I 
you  eliminate  the  worthlessness  as  an  intercompany  trans- 
action, there  has  been,  in  the  usual  case,  a  deprivation  of 
capital,  a  loss  of  capital  and  no  reflection  for  tax  purposes, 
and  that  was  corrected  by  the  insertion  into  the  Internal 
Revenue  Code  of  Section  23  (g)  (4) ."  .-j 

The  "unfair  situation"  of  which  Polk  spoke  was  that  the  par- 
ent had  lost  capital  but  derived  no  tax  benefit  from  it.  This  "unfair 
situation"  was  corrected  by  the  1942  amendment.  To  permit  the 
subsidiary  to  profit,  instead  of  having  the  tax  saving  applied  to 
ameliorate  the  parent's  loss,  would  utterly  fail  to  correct  any  such 
unfairness. 


S.E.C.  Decisions. 

In  point  is  a  ruling  of  the  Securities  and  Exchange  Commission, 
entitled  "In  the  Matter  of  Consolidated  Electric  and  Gas  Com- 
pany",  15  S.E.C.  Decisions  and  Reports,  l6l  (1943).  That  case 
arose  under  the  Public  Utility  Holding  Company  Act  of  1935.^ 
Section  12  prohibits  certain  intercorporate  transactions  between 
parents  and  subsidiaries,  and  the  Act  requires  notice  of  intended 
transactions  to  be  filed  with  the  Commission  to  give  it  an  oppor- 
tunity to  pass  upon  them.  S.E.C.  Regulation  U-45  prohibits  cer- 


^Since  that  Act  regulates  gas  and  electric  holding  companies  and  does 
not  apply  to  a  railroad  corporation,  the  Act  itself  is  not  pertinent,  but  the 
problem  arising  under  it  and  presented  to  the  S.  E.  C.  involved  principles 
applicable  here. 
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tain  donations  between  parents  and  subsidiaries  with  exceptions 
in  tlie  case  of  consolidated  tax  returns. 

In  the  particular  case  Consolidated  Electric  and  Gas  Company 
filed  a  notice  with  the  Commission  that  it  and  its  various  sub- 
sidiaries had  entered  into  a  contract  whereby  it  was  to  be  prima- 
rily responsible  for  the  payment  of  the  taxes  resulting  from  con- 
solidated returns  and  each  of  the  subsidiaries  should  pay  as  its 
share  an  amount  representing  that  percentage  of  the  total  con- 
solidated taxes  of  the  group  which  the  tax  of  the  particular  com- 
pany, computed  on  a  separate  basis,  would  bear  to  the  total 
amount  of  taxes  of  all  the  parties,  computed  on  a  separate  basis. 

A  consolidated  return  was  to  be  filed  for  1943,  and  a  tax  saving 
of  $2,156,804  would  result  from  the  fact  that  the  parent  had  or 
would  suffer  a  loss  in  disposing  of  its  investment  in  approximate- 
ly nine  subsidiaries.  This  loss  was,  for  tax  purposes,  in  every 
irespect  identical  with  the  loss  sustained  by  the  plaintiff  here  from 
Ithe  worthlessness  of  its  stock  in  the  defendant. 

Consolidated  Electric  desired  approval  of  its  determination  to 
ialter  the  agreement  so  as  to  permit  the  remaining  subsidiaries  to 
jmake  direct  payment  to  it  of  amounts  equal  to  those  that  they 
would  save  under  the  consolidated  return  by  virtue  of  the  capital 
iloss  incurred  by  the  parent  company. 

The  Commission  approved  this  proposal,  thereby  holding  that 
it  was  equitable  that  the  affiliate  securing  the  benefit  of  the  tax 
saving  resulting  from  the  parent's  loss  should  pay  the  amount  of 
such  saving  to  the  parent  which  had  suffered  the  loss.  The  Com- 
luission  said  that 

"To  the  extent  that  tax  savings  may  accrue  to  the  parent  in 
connection  with  such  sales,  the  result  is  in  effect  to  reduce  the 
amount  of  loss  accruing  to  Consolidated  by  virtue  of  the 
transaction"  (p.  163) 

md  expessed  its  conclusion  as  follows: 

"Under  all  the  circumstances,  we  believe  that  it  is  more 
realistic  to  viev/  the  tax  savings  as,  in  effect,  partial  offsets 
to  the  capital  losses  otherwise  suffered  by  Consolidated  in 
connection  with  the  sales."  (p.  164) 
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In  the  Consolidated  case  the  affiliation  continued.  Consequent- 
ly, as  the  Commission  remarked,  the  savings  eventually  would 
have  inured  to  the  parent  anyway  by  virtue  of  dividend  payments, 
or,  if  the  parent  should  dispose  of  its  stockholdings  in  the  sub- 
sidiaries, by  increasing  the  value  of  the  stock.  The  injustice  of  not 
having  the  tax  savings  transferred  immediately  to  the  parent 
would  therefore  not  have  been  great.  Nevertheless  the  Com^ 
mission  felt  that  a  direct  transfer  was  appropriate.  A  fortiori,  in 
the  present  case,  where  the  economic  unity  has  been  split  so  that  : 
the  tax  savings  cannot  inure  to  the  parent  by  virtue  of  dividends, 
the  justice  of  requiring  the  defendant  to  transfer  -the  tax  saving 
to  the  plaintiff  to  ameliorate  its  loss,  by  virtue  of  which  alone  the 
savings  was  possible,  is  apparent. 

In  another  matter  before  the  S.  E.  C.  involving  the  same  parent, 
In  the  Matter  of  Consolidated  Electric  and  Gas  Company,  13 
S.E.C.  Decisions  and  Reports  649  the  loss  was  that  of  Islands, 
one  of  the  subsidiaries,  instead  of  the  parent  as  in  the  case  just  i 
reviewed.  By  means  of  consolidated  returns  the  parent  and  affili-  I 
ates  other  than  Islands  saved  nearly  $1,500,000  in  taxes  by  reason 
of  Island's  loss. 

The  S.  E.  C.  approved  an  application  of  the  parent  to  pay  to 
Islands  an  amount  equal  to  the  tax  savings  of  the  parent  and 
other  affihates,  since  (13  S.E.C.  at  658) 

"The  tax  savings  *  *  *  has  its  origin  in  a  loss  sustained  by  I 
Islands  and  it  seems  eminently  equitable  that  the  cash  be 
applied,  as  proposed,  to  the  satisfaction  of  the  Series  A  bonds 
of  Islands,  the  holders  of  which  have  legal  recourse  against 
Islands  alone." 

Two  principles  of  equity  are  apparent  from  these  cases:  (1) 
that  the  tax  saving  should  go  to  the  ultimate  owner  of  the  eco- 
nomic entity — the  parent,  and  (2)  that  it  should  go  to  the  party 
suffering  the  loss,  to  ameliorate  it.  So  long  as  the  economic  unity  ; 
continues,  these  two  principles  coincide,  for  no  matter  which 
affiliate  sustains  the  loss  in  the  first  instance,  the  parent  also  sus- 
tains it — at  once  if  it  is  the  affiliate,  or  ultimately  if  the  loss  was 
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that  of  a  subsidiary.  Thus,  in  the  Islands  case  the  parent  allocated 
the  tax  benefits,  resulting  from  a  loss,  in  a  manner  best  serving 
its  own  interests,  for  by  using  the  tax  savings  to  pay  off  the  sub- 
sidiary's bonded  debt  the  parent  increased  the  value  of  its  own 
equity. 

In  the  present  case,  too,  both  equities  coincide,  the  equity  that 
the  tax  saving  should  go  to  the  parent  and  the  equity  that  it 
should  go  to  the  party  sustaining  the  loss,  to  amelioriate  it.  Both 
equities  sustain  plaintiff's  right  to  recover.  And  both  demonstrate 
that  it  would  be  inequitable  for  the  tax  savings  to  go  to  one  that 
hvas  neither  the  parent  nor  the  sufferer  of  the  loss. 
i 

[The  Trial  Court  Recognized  the  Injustice  of  Defendant's  Keeping  the 
Tax  Savings  and  Yet  for  That  Very  Reason  Denied  Plaintiff  Recovery. 

j  For  defendant  to  keep  the  tax  saving  is,  then,  a  subversion  of 
|the  tax  laws. 

i  The  trial  court  certainly  was  of  that  view.  It  so  stated  in  its 
bpinion  in  vigorous  language.  The  consequence  is  that  plaintiff 
Should  have  judgment.  To  permit  plaintiff  to  receive  the  benefit 
JDf  the  tax  savings  is  to  fulfill  the  object  of  the  tax  laws  in  per- 
initting  consolidated  returns,  since  the  only  justification  for  the 
jlefendant's  not  paying  its  taxes  was  that  the  resulting  savings 
Would  go  to  ameliorate  plaintiff's  loss. 

I  Yet — curiously — because  the  trial  court  believed  the  defendant 
lad  wronged  the  government,  it  denied  recovery  to  the  plaintiff, 
'hereby  rewarding  the  defendant  by  permitting  it  to  keep  the  un- 


onscionable  gain. 


At  pages  76-88,  infra,  we  shall  discuss  at  some  length  this 
[easoning  of  the  trial  court. 

'laintiff's  Right  to  Recover  Is  Supported  by 
'ilementary  Equitable  Rules  of  Contribution. 

A  basic  principle  of  equity  and  quasi-contract  is  that  of  "con- 
ribution".  Situations  often  arise  v/here,  as  respects  a  third  party 
a  whom  a  duty  is  owed,  two  persons  are  both  liable;  yet,  as  be- 
ween  themselves,  the  burden  should  be  discharged  in  whole  or 


in  part  by  one  of  them  only,  either  because  of  agreement  between ; 
them  or  apart  from  agreement.  If  one  of  the  parties  discharges 
the  obligation,  he  is  entitled  to  restitution  from  the  other  who 
should  have  done  so.  Restatement  of  Restitution,  Section  81,  Com- 
ment under  Section  81,  and  the  sections  following,  as  well  as  the 
"Introductory  Note"  under  Topic  3  at  pages  327,  et  seq.         - 

As  stated  on  page  328  of  the  Restatement,  even  if  the  parties 
do  not  have  in  mind  the  necessity  of  such  restitution,  or  do  notj 
think  of  it  in  detail,  a  duty  will  be  imposed. 

These  principles  apply  to  tax  situations,  including  those  in- 
volved in  consolidated  returns,  as  much  as  they  do  to  any  other 
situation. 

Bankers  Trust  Co.  v.  Florida  East  Coast  Car  Ferry  Co.,  92  F.2d 
450  (5  Cir.)  illustrates  that  application.  That  case  involved  a 
consolidated  return  in  which  the  net  income  of  one  of  the  affili- 
ates, "A",  was  greatly  overstated,  resulting  in  an  excess  tax 
chargeable  to  it  of  $195,000,  and  the  income  of  another  affiliate, 
"B",  was  greatly  understated.  The  tax  deficiency  resulting  from 
the  understatement  amounted  to  $99,000.  Offsetting  the  two, 
there  still  was  a  net  refund  of  $96,000  resulting  from  the  over- 
statement. 

Two  questions  arose.    The  first  question  was  to  whom  the  re- 
fund of  $96,000  should  go.   This  question  presented  no  problem. 
The  refund  went  to  A,  not  because  A  had  paid  the  money  but 
because  the  refund  was  due  to  A's  own  tax  credits;  that  is,  on  a  J 
separate  return  basis  the  $96,000  would  never  have  had  to  be  i 
paid  by  A. 

The  second  question  was  whether  A  was  entitled  to  recover 
$99,000  from  B.  A  had  overpaid  that  amount  in  addition  to  the 
$96,000  and  would  have  been  entitled  to  its  refund  from  the  tax 
authorities  except  for  the  fact  that  it  was  applied  to  pay  the  addi 
tional  tax  due  from  B.  In  short,  A's  credit  paid  B's  tax,  as  a  result 
of  the  consolidated  reporting. 

It  was  held  that  the  affiliate  whose  income  had  been  overstated 
was  entitled  to  reimbursement  in  the  amount  of  $99,000  from  the 
receiver  of  the  affiliate  whose  income  had  been  understated. 


1 


49 

So,  in  the  present  case,  defendant's  tax  liability  was  discharged, 
not  by  its  paying  anything,  but  by  use  of  a  tax  credit  belonging  to 
the  plaintiff  Corporation. 

The  two  affiliates  involved  in  the  Florida  East  Coast  case  were 
subsidiaries  of  a  common  parent.  The  one  that  had  received  the 
benefit  of  the  other's  tax  credits  was  in  the  hands  of  receivers. 
Were  it  not  for  the  intervention  of  the  receivership,  it  would 
have  been  a  matter  of  no  practical  concern  whether  or  not  the 
affiliate  receiving  the  benefit  of  the  other's  credits  accounted  to 
jthat  other,  because  in  either  event  the  common  parent  would  be 
the  ultimate  economic  beneficiary.  It  would  be  irrelevant  whether 
[:he  gain  reached  the  parent  through  its  ownership  of  the  one 
corporation  or  of  the  other,  and  the  ultimate  disposition  of  the 
oenefit  would  lie  in  the  parent's  hands.  But  the  insolvency  of  the 
lirst  affiliate,  resulting  in  the  receivership,  meant  that  the  rights 
i)f  that  affiliate's  creditors  intervened  between  it  and  its  parent; 
Ihere  was  a  severance  of  the  economic  unity.  If  the  tax  benefits 
^'ere  allowed  to  remain  in  the  hands  of  the  receivers,  they  would 
lever  reach  the  parent.  It  thus  became  important  that  the  in- 
jidence  of  gains  and  benefits  should  be  placed  where  they  properly 
elonged.  And  they  were  so  placed  in  the  Florida  East  Coast 
tase  by  the  judgment  rendered. 

'  In  the  ordinary  situation,  where  there  has  been  no  severance 
f  economic  unity,  questions  such  as  these  are  not  likely  to  occur. 
o  in  our  case  it  was  a  matter  of  no  moment  before  1943  whether 
jie  benefit  of  particular  tax  savings  should  flow  initially  to  the 
jlaintiff  Corporation  or  the  defendant  Operating  Company.    But 

tice  economic  severance  occurred,  the  issue  became  important, 
ere  the  severance  occurred  as  the  result  of  adjudication  in  1943 
jiat  plaintiff  was  not  entitled  to  an  equity  in  the  reorganized  de- 
^'ndant.    While   in  the  Florida  East  Coast  case  the  severance 
CLirred  because  of  the  intervention  of  the  rights  of  creditors, 
le  principle  is  the  same. 

As  respects  the  government,  two  or  more  parties  may  be  liable 
)r  taxes,  but  this  does  not  determine  the  rights  of  the  parties 
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between  themselves,  which  are  governed  by  principles  of  general 
jurisprudence.  If  the  tax  liability  is  justly  that  of  one  party,  either 
in  whole  or  in  part,  and  another  discharges  that  tax  liability,  the 
latter  is  entitled  to  recover  from  the  former,  regardless  of  what 
the  tax  law  provides  about  liability  to  the  government.  PhillipS' 
Jones  Corp.  v.  Parmley,  302  U.  S.  233;  Wolters  v.  Henningsan, 
114  Cal.  433.  As  said  by  the  United  States  Tax  Court  in  Koppers 
Co.,  8  T.  C  886  at  891, 

"The  right  of  contribution  is  not  founded  upon  contract  and 
arises  as  a  matter  of  general  law  whenever  one  pays  on 
common  obligation  in  excess  of  the  share  proper  as  betwe 
himself  and  others  similarly  liable." 

In  tax  cases  a  right  to  contribution  from  other  members  of  ar 
affiliated  group  may  arise  from  overpayment  of  one's  share 
Koppers  Co.,  11  T.  C.  894.  Although  all  members  of  an  afiiliatec 
group  may  be  severally  liable  to  the  government  for  the  who! 
tax,  "as  between  themselves,  each  affiliate  [is]  mutually  obligate( 
under  principles  of  general  law  to  pay  only  its  fair  share  of  th 
common  burden."  Koppers  Co.,  8  T.  C,  at  891. 

In  the  present  case,  the  plaintiff  had  no  income  and  its  fai 
share  of  the  tax  burden  was  therefore  nothing  whatever.  Sine 
defendant's  tax  liability  was  fully  discharged  by  the  use  of  plair 
tiff's  tax  credits,  plaintiff  has  a  right  to  restitution  from  defendar 
for  the  benefit  received. 


The  cases  just  discussed  show  that  liability  for  payment  C 
taxes  to  the  Government  and  the  right  to  receive  refunds  froi 
the  Government  are  not  determinative  of  the  ultimate  liability  cj' 
affiliates  among  themselves  to  share  the  tax  burden  and  distribu 
tax  refunds;  hence,  where  there  is  no  agreement  on  these  matte 
but  one  acts  for  all,  a  duty  of  contribution  or  distribution  (as  tl 
case  may  be)  arises  which  it  is  the  province  of  equity  to  adju 
simply  because  there  is  no  agreement. 
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.  RETENTION  OF  THE  BENEFITS  RECEIVED  BY  DEFENDANT  WOULD  BE 
UNJUST  BECAUSE  PLAINTIFF  WAS  UNDER  NO  DUTY  TO  CONFER  ON 
DEFENDANT  THE  BENEFIT  OF  |TS  LOSS,  AND  DEFENDANT.  OCCUPYING 
A  FIDUCIARY  RELATION  TO  THE  PLAINTIFF,  APPROPRIATED  THAT  LOSS 
TO  ITS  OWN  USE. 

laintiff  Was  Under  No  Duty  to  Join  in  Consolidated  Returns 

r  to  Confer  on  Defendant  the  Benefit  of  Its  Tax  Credits. 

Under  the  tax  law  and  regulations  plaintiff  was  free,  in  each 
f  the  years  in  question,  to  file  a  separate  return  (although  its 
•X  counsel,  who  were  counsel  for  defendant,  failed  to  so  advise 
(see  pp.  15,  16,  24,  supra)). 

A  parent  owes  no  duty  to  any  subsidiary  to  join  or  not  to  join 
I  a  consolidated  return.  It  is  free  to  decide  solely  on  the  basis 
:  its  own  interests  whether  consolidated  returns  should  be  filed, 
his  principle  and  its  rationale  are  declared  in  Duke  Power  Co. 
Commissioner  of  Internal  Revenue,  44  F.2d  543,  545  (4  Cir.), 
[jhere  it  was  held  that  a  subsidiary  had  no  right  to  the  benefits  of 
consolidated  return  where  the  parent  chose  to  file  a  separate 
^rn. 

'since  this  is  true  when  the  economic  unity  exists,  patently  the 
irent  owes  no  duty  to  a  former  subsidiary  to  join  in  consolidated 
rns  for  the  latter's  benefit,  after  the  economic  unity  has  been 
ered,  merely  because  continuance  of  technical  affiliation  makes 
h  returns  permissible.  In  this  case  the  economic  unity  was 
ered  before  the  tax  returns  were  filed.  In  the  words  of  the 
iirt  during  the  trial  (1380),  the  parties  were  "free  agents  to 
ree  with  one  another  to  file  this  type  of  return";  that  is,  to  agree 
to  refuse  to  agree.  Yet,  oddly,  when  it  decided  the  case,  the 
irt  observed  in  its  opinion  that  "there  is  some  merit  to  defend- 
:'s  contention  that  a  firm  obligation  rested  upon  plaintiff  to 
iform  and  cooperate"  to  gi\t  defendant  the  benefit  of  its  loss 
75).  The  opinion,  however,  contains  no  suggestion  of  any 
.sons  to  support  this  view,  which  we  submit  has  no  substance.' 


I  Elsewhere  in  its  opinion  the  court  asserts  that  the  tax  savings  were 
lazing  and  undeserved."  (276)  It  is  impossible  to  reconcile  the  two 
temcnts.  How  could  plaintiff  be  under  an  obligation  to  give  defendant 
I  "amazing  and  undeserved"  benefit.'' 
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Certain  it  is  that  the  Bankniptq'  Court  could  not  have  ordere< 
the  plaintiff  to  join  in  consolidated  returns  and  to  give  defendar 
the  benefit  of  its  loss.  Not  only  was  defendant  already  out  o 
bankruptc}'  vvhen  the  1944  return  and  the  claim  for  refund  wet 
filed,  but,  quite  apart  from  that  fact,  the  Bankruptq*  Court  woul 
have  been  without  jurisdiction  to  make  any  such  order.  Callawt 
V.  Benton,  336  U.  S.  132,  and  Benton  v.  Callaway,  165  F.2d  87^ 
which  it  affirmed,  are  conclusive  on  that  point.'^ 

Thus  the  suggestion  that,  somehow,  the  plaintiff  might  ha^ 
been  under  an  obligation  to  join  in  consohdated  returns  with  J 
fendant  for  the  latter's  benefit  can  only  mean,  if  it  means  ai 
thing,  that  the  defendant  by  an  independent  suit  in  equit)-  agaii 
plaintiff  could  have  compelled  it  to  join  in  such  a  return  grat 
tously. 

The  basis  of  any  such  suit  defies  understanding.  If  the  plaint 
had  earned  575,000,000  in  other  enterprises  in  1942,  1943 
1944,  its  $75,000,000  stock  loss  would  have  eliminated  its  b 
on  that  income,  and  no  one  would  even  think  of  suggesting  th 
it  could  have  been  compelled,  instead,  to  give  the  benefit  of 
loss  to  defendant.  Indeed,  defendant  conceded  in  its  trial  bi 
(at  p.  40)  that  "if  during  the  critical  years  plaintiff  had  *  *• 
taxable  income  *  *  *  plaintiff  would  have  a  different  case."  Ti 
argument  apparently  is  that  unless  plaintiff  could  have  used 
loss  to  Its  own  advantage,  it  could  have  been  compelled  to  gi 
4 

■^Under  Section  "'7    (the  railroad  reorganization  section)   a  bankrup 
court's  !t:  perse  n^m  jurisdiction  is  confined  to  the  debtor.  Here  that  i 
defendant,  for  it  was  the  defendant  and  not  the  plaintiff  that  was  in 
organization.  The  court's  in  rem  jurisdiction  is  confined  to  propert}'  in  i 
debtors  possession.  It  has  no  jurisdiction  over  disputes  with  others  i 
involving  property  in  the  debtors  possession.  Bankruptcy  Act.  Sec.  77  (l 
Title  if  U.S.C.  Sec.  205(a)  ;  5  Collier  on  Bankruptcy  (14th  ed.)  ^!; 
Thon:pso>;  r.  Terminal  Shares,  104  F.2d  1    (8  Cix.),  cer.  den.  308  Ll-  | 
559,  approved  in  CaJlauay  i.  Benton,  supra.  j 

In  Callauay  f .  Benton,  it  was  held  that  a  bankruptcy  ecu" 
isdiaion  to  compel  another  to  transfer  rights  to  the  trusre.-   :;     :   - 
into  a  contract  with  them.  Any  attempt  of  the  Bankruptq^  Court  to  coma 
the  plaintiff  here  to  join  in  a  consolidated  return  would  have  been  meiy 
an  effort  to  exercise  jurisdiction  in  personam  over  the  plaintifi. 
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it  av/ay.  We  shall  show  at  pp.  66-74,  infra,  that  there  is  no  valid- 
ity to  any  such  contention. 

There  was  no  duty,  legal  or  moral,  on  plaintiff  gratuitously  to 
confer  the  benefit  of  its  loss  on  defendant. 

Had  defendant  openly  approached  and  fully  disclosed  the 
situation  to  the  plaintiff,  the  latter  could  have  obtained  independ- 
ent officers  and  counsel,  and  the  parties  could  then  have  arrived 
at  whatever  agreement  on  the  subject  seemed  equitable  to  them, 
determining  how  the  benefit  of  the  tax  saving  should  be  ap- 
portioned. Such  an  agreement  would  have  been  an  easy  and 
i  simple  way  to  settle  the  question. 

I  But  this  was  not  done.  No  such  agreement  was  made,  simply 
\and  bluntly  because  the  defendant  took  over  and  7n  an  aged  the 
entire  tax  matter  in  a  setting  of  duality  of  officers  and  agents. 
I  The  court  below  in  its  opinion  says  (274)  :  "In  the  final  analy- 
isis,  plaintiff's  hope  to  succeed  here  depends  upon  whether  it  could 
jhave  lawfully  acquired  these  unpaid  tax  moneys  by  voluntary 
[agreement  between  the  directorates  of  the  two  companies.  In 
Imy  opinion,  it  could  not."  The  reason  then  assigned  for  this  con- 
clusion is  that  such  agreement  would  "nullify  the  Reorganization 
iPlan".  At  pages  88-95,  infra,  we  show  there  is  no  merit  in  that 
jreasoning. 

I  As  we  shall  point  out  at  page  75,  infra,  plaintiff's  rights 
0  not  depend  on  whether  an  agreement  could  have  been  made 
rior  to  the  realization  of  the  tax  savings.  Nevertheless,  an 
greement  between  parties  to  a  consolidated  return  concerning 
lUocation  of  taxes  or  advantages  is  perfectly  proper  and  not 
miisual.  The  propriety  of  such  an  agreement  has  always  been 
ecognized  by  the  income  tax  law  and  regulations.  Former  revenue 
cts  provided  that  the  taxes  under  a  consolidated  return  were 
0  be  assessed  to  the  respective  corporations  in  such  proportions 
is  they  might  agree  upon  and  prescribed  no  other  basis  unless  the 
tie  parties  failed  to  agree."  Under  the  present  law  the  matter  is 


•Act  of  1921,  Sec.  240(b),  42  Stat.  260;  Act  of  1924,  Sec.  240(b), 
3  Stat.  288;  Act  of  1926,  Sec.  240(b),  44  Stat.  825. 
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left  to  Treasury  regulations  (Internal  Revenue  Code,  Sec.  l4l 
Subd.  b) .  These  recognize  such  agreements  so  long  as  they  do  no 
lessen  the  liability  of  any  affiliate  to  the  Treasury,  the  whole  ta: 
being  assessable  against  any  one  of  the  corporations  joining  ij 
the  return  (Reg.  104,  Sec.  23.15(a)).  Indeed,  Sec.  23.15(d)  red 
ognizes  an  agreement  even  though  it  limits  liability  of  any  on 
corporation  to  the  Treasury,  if  that  affiliate  is  in  bankruptcy. 

The  propriety  of  voluntary  agreements  between  parties  is  fui, 
ther  shown  by  the  two  cases  before  the  Securities  and  Exchang 
Commission  involving  the  Consolidated  Electric  system,  whid 
we  discuss  at  pages  44-47,  supra.  It  is  further  shown  by  Truncal 
V.  Universal  Pictures  Co.,  16  F.  Supp.  465,  which  we  discuss  a 
pages  71,  72,  infra. 

And  it  is  also  shown  by  an  order  entered  on  July  29,  1947,  ii 
the  United  States  District  Court  for  the  Eastern  District  o 
Missouri  in  railroad  reorganization  proceedings  entitled  "In  th 
Matter  of  Missouri  Pacific  Railroad  Company,  Debtor,"  No.  693 
(unreported).  There  a  parent  railroad  owned  all  the  stock  am 
bonds  of  a  group  of  affiliated  railroads,  known  as  the  "Gul 
Coast  Lines."  It  also  owned  all  the  stock  of  another  compan) 
the  International.  All  of  these  companies  were  debtors  in  th 
same  bankruptcy  proceedings  and  were  operated  by  the  on 
trustee.  Separate  tax  returns  for  1946  would  result  in  no  tax  fo 
the  International  but  in  a  liability  of  over  $2,500,000  for  the  Gul 
Lines,  but  under  a  consohdated  return  International's  loss  woul 
reduce  the  tax  liability  of  the  others  by  over  $2,000,000. 

Since  all  the  parties  were  operated  by  the  same  trustee,  a 
agreement  by  him  in  his  capacity  of  trustee  for  one  of  the  grou 
with  himself  as  trustee  for  the  others  required  approval  of  hi 
court  (because  of  duality).  For  that  reason  he  applied  to  th 
court  to  approve  an  arrangement  whereby  a  consolidated  retur 
would  be  filed  and  the  Gulf  Lines  would  pay  to  Internationa 
about  $1,860,000  of  their  resulting  tax  savings  in  consideratio: 
of  International's  joining  with  them  in  the  return.  The  court  ^ 
proved  the  arrangement. 
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The  basis  of  the  allocation  in  that  case  is  not  relevant,  because 
:  was  reached  by  mutual  agreement,  but  the  case  is  relevant  as 
bowing  the  propriety  of  an  agreement  on  the  subject. 

efendant,  in  a  Position  of  Dominance,  Appropriated  Plaintiff's 
OSS  and  is  Subject  to  the  Obligations  of  a  Fiduciary. 

Professor  Scott  says  of  quasi-contractual  liability: 

"In  general  one  is  entitled  to  recover  for  benefit  conferred 
unless  he  intended  to  make  a  gift  or  acted  officiously."  (2 
Scott  on  Trusts,  Sec.  269.3,  p.  1520) 

low  much  more  so  is  this  true  where  one  does  not  voluntarily 
Dnfer  the  benefit  but  where  it  is  taken  by  the  defendant! 

The  situation  may  be  likened  to  that  involved  in  Whiting  v. 
ludson  Trust  Co.,  138  N.E.  33  (N.Y.).  There  an  executor  and 
:ustee,  having  embezzled  money  from  the  estate,  replaced  it  with 
Linds  diverted  from  another  estate  of  which  he  was  also  executor. 
Tie  first  trust  estate — guilty  of  no  fraud — was  held  liable  to  the 
^cond  on  principles  of  quasi-contract.  Judge  Cardozo  said   (p. 

8):      _ 

'  "The  defendant's  enrichment  is  a  direct  and  immediate, 

not  an  indirect  or  collateral,  consequence  of  the  act  of  the 
trustee.  It  is  an  enrichment  independent  of  the  volition  of 
the  defrauded  plaintiff  or  of  those  for  whom  he  acts.  The 
fruits  of  the  tort  are  profits  in  the  coffers  of  the  estate.  We 
cannot  characterize  enrichment  so  procured  as  other  than 
unjust.  *  *  *  The  trust  is  still  augmented  by  assets  uncon- 
scionably retained." 

j  Plaintiff  here  made  no  gift  of  its  loss  to  defendant.  The  latter 
mpiy  took  it.  Eyen  if  plaintiff's  directors  had  realized  what  was 
ling  done  and  even  if  they  had  had  a  donative  intent,  no  gift 
(Lild  occur.  The  duality  of  position  of  plaintiff's  representatives 
nuld  preclude  any  claim  of  an  effective  corporate  intent  to  make 
;gift.  In  addition,  plaintiff's  directors  had  no  power  to  grant  a 
fatuity,  for  stockholders'  rights  cannot  be  given  away.  Brayton 
i  Welch,  39  F.  Supp.  537;  Greene  County  Nat.  Farm  Loan  Assn. 
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V.  Federal  Land  Bank,  etc.,  57  F.  Supp.  783.  Here  the  real  parties 
in  interest  are  plaintiff's  stockholders. 

Plaintiff's  rights  are  even  greater,  for  here  defendant  in  it? 
conduct  of  the  tax  matters  was  a  fiduciary  toward  plaintiff. 

Where  one  corporation  has  been  given  or  takes  control  over  th( 
property  or  affairs  of  another,  and  exercises  it  in  a  manner  tc 
obtain  benefits  for  itself,  it  becomes  accountable  for  those  bene 
fits,  because  control  by  the  one  over  the  property  or  affairs  of  tht! 
other  creates  a  fiduciary  duty  not  to  use  the  control  for  the  fidu 
ciary's  profit.  In  the  Shreveport  Bank  cases  that  rule  was  appliec 
where  the  benefits  were  tax  savings.    (See  p.  36,  supra.) 

Note  the  mechanics  whereby  the  defendant  appropriated  for  it 
own  benefit  the  tax  credits  resulting  from  plaintiff's  loss.  Th 
operative  documents  which  brought  about  this  result  were  th 
consolidated  tax  returns  for  1943  and  for  the  first  four  months  o 
1944,  the  claim  for  refund  of  the  1942  taxes  and  the  power  c 
attorney  from  plaintiff  to  Polk.  Defendant,  through  its  tax  cour 
sel,  prepared  these  documents.  With  them  in  hand,  it  was  enable 
to  eliminate  its  tax  liability  to  the  extent  of  $17,000,000  and  di 
so.  It  filed  the  documents  and  settled  the  tax  controversy  with  tf 
government,  all  in  plaintiff's  name.  All  of  these  documents  we] 
signed  by  Curry  as  plaintiff's  president.  At  the  time  he  signe 
them  he  was  vice  president,  assistant  secretary  and  assistant  trea 
urer  of  the  defendant,  with  his  headquarters  in  the  office  of  tl 
defendant  (until  May  1,  1945,  when  his  headquarters  were  movf 
to  the  office  of  defendant's  counsel),  receiving  his  sole  compens 
tion  from  the  defendant  and  following,  in  the  signature  of  the 
documents,  the  directions  of  Polk,  who  was  defendant's  tax  cou 
sel  and  who,  although  he  later  solicited  and  secured  a  power  f~ 
attorney  from  plaintiff,  testified  that  he  considered  he  owed  \ 
responsibility  to  the  defendant  and  not  to  the  plaintiff. 

The  decision  to  use  the  plaintiff's  loss  by  way  of  offset  to  d 
fendant's  income  was  made  by  defendant  through  its  presidei 
Elsey;  and  that  decision  was  carried  into  effect  by  defendant's  ; 
torney,   Polk,  whose  directions  to  execute  the  documents  wc 
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)beyed  by  Curry.  Curry  was  completely  subject  to  the  control  of 
he  defendant  and  its  attorney,  Polk,  and  Curry  and  Polk  con- 
idered  themselves  to  be,  and  they  in  fact  were,  the  hired  hands 
)f  defendant.  What  they  did  with  respect  to  the  tax  returns  was 
n  law  the  act  of  defendant.  Insofar  as  tax  matters  were  concerned, 
he  defendant  was  in  complete  control  of  the  plaintiff. 

No  clearer  case  of  control  by  one  corporation  over  the  affairs 
if  another,  and  no  clearer  basis  for  the  imposition  of  the  duties 
if  a  fiduciary,  can  be  imagined. 

Defendant  was  a  fiduciary  because  at  its  own  instance  it  volun- 
arily  took  over  the  conduct  of  plaintiff's  tax  affairs  and  assumed 
0  deal  with  the  plaintiff's  property  and  rights  in  a  manner  de- 
igned to  benefit  itself. 

It  was  a  fiduciary  because  plaintiff's  officers,  whom  defendant 
ised  to  appropriate  the  plaintiff's  loss,  were  defendant's  em- 
)loyees  and  the  employees  of  its  tax  counsel,  and  paid  by  it  and 
hem. 

It  was  a  fiduciary  because  it  assumed  to  act  as  plaintiff's  agent. 
Vhile  so  acting,  and  by  use  of  its  principal's  rights,  and  by  taking 
dvantage  of  its  relationship  to  plaintiff,  it  received  the  $17,000,- 
'00  benefit. 

:  One  becomes  another's  fiduciary  where  he  assumes  to  and  does 
ake  over  and  manage  another's  affairs.  The  law  of  quasi-contract 
i  derived  from  the  Roman  law,  and  one  of  the  principal  classes 
If  quasi-contract  was  where  one  took  over  "the  management  of 
\iQ  affairs  of  another"  or  took  over  the  "the  management  of  com- 
|ion  property."  Bouvier's  Law  Dictionary  (Rawle's  Revision), 
I'itle  "Quasi-Contractus".  Sandars  Edition  of  Justinian's  Institutes 
7tli  Ed.)  p.  385,  Liber  III,  Tit.  XXVII  states:— 

"if  I  take  upon  me  the  management  of  my  neighbor's  af- 
fairs *  *  *  have  things  in  common  with  others  who  are  not 
my  partners  *  *  *  the  mere  fact  of  my  so  conducting  myself 
imposes  on  me  certain  duties  which  the  law  will  force  me  to 
fulfill." 

;  As  said  in  Commissioner  of  Internal  Revenue  v.  Owens,  78  F. 
il768,  773  (10  Cir.): 
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"The  term  fiduciary  is  derived  from  the  civil  law,  *  * 
It  connotes  the  idea  of  trust  or  confidence.  *  *  *  The  reki 
tion  arises  whenever  the  property  of  one  person  is  place 
in  charge  of  another.  McKinley  v.  Lynch,  58  W.  Va.  4^: 
51  S.E.  4,  9." 

In  the  case  cited  (McKinley  v.  Lynch)  the  court  quotes  froE 
several  text  writers  thus : 

""  "It  is  difficult  to  define  the  term  "fiduciary  relation";  bu 
it  will  probably  be  safe,  without  excluding  other  possibl 
cases,  to  say  that  such  a  relation  arises  wherever  a  trust,  cor 
tinuous  or  temporary,  is  specially  reposed  in  the  skill  or  in 
tegrity  of  another,  or  the  property  or  pecuniary  interest,  iij 
the  whole  or  in  part,  or  the  bodily  custody,  of  one  person,  i' 
placed  in  the  charge  of  another'." 

And  again: 

"  'The  principles  which  cover  the  cases  of  dealings  o 
persons  standing  in  a  fiduciary  relation  apply  *  *  *  gener 
ally,  to  the  case  of  persons  who  clothe  themselves  with  thi 
character  which  brings  them  within  the  range  of  principal'.' 

In  Brooks  v.  Martin,  2  Wall.  (U.S.)  70,  84,  the  court  notes  th( 
fiduciary  character  of  one  who  manages  a  business  for  anothei 
"without  consulting  him  in  any  way,  and  with  little  regard  for  hij 
*  *  *  interest  *  *  *." 

As  said  by  Judge  Cardozo  in  the  famous  case  of  Meinhard  v. 
Salmon,  164  N.  E.  545  (N.  Y.),  at  548: 

"Salmon  had  put  himself  in  a  position  in  which  thought  of 
self  was  to  be  renounced,  however  hard  the  abnegation.  He 
was  much  more  than  a  co-adventurer.  He  was  a  managing 
co-adventurer.  *  *  *  For  him  and  for  those  like  him  the 
rule  of  undivided  loyalty  is  relentless  and  supreme." 

As  this  passage  shows,  it  is  enough  to  create  the  fiduciary  relation 
that  one  voluntarily  places  himself  in  control  of  another's  affairs.' 
Southern  Pacific  Co.  v.  Bogert,  250  U.S.  483,  492. 


'^Bogert  on  Trusts  (part  1)  p.  80,  quotes  from  Kocborimbus  v.  Man- 
gos, 154  N.E.  235,  238  (111.),  where  it  was  said,  "A  party  may  voluntarily 
assume  a  confidential  relation  towards  another  *  *  *". 
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In  Overfield  v.  'Penmoad  Corporation,  42  F.  Supp.  586,  48  F. 
5upp.  1008,  a  judgment  of  $22,104,515  was  entered  in  a  stock- 
lolder's  suit  in  favor  of  the  Pennroad  Corporation  against  the 
Pennsylvania  Railroad  and  its  directors,  the  court  saying  (at  42 
F.  Supp.  610) : 

"The  liability  of  the  defendants  in  this  case  is  based  upon 
their  dealings  with  Pennroad's  property  and  powers  in  a 
manner  designed  to  benefit  Pennsylvania  Railroad."** 

A  mortgagee  is  not  ordinarily  a  fiduciary  to  the  mortgagor,  but 
le  is  if  he  has  control  of  the  property.  DeMarttn  v.  Phelan,  115 
Zal.  538,  543.  Ordinarily  a  pledgee  is  not  a  fiduciary  to  the 
pledgor,  but  when  he  takes  such  control  or  dominance  he  becomes 
I  fiduciary.  Such  was  the  holding  in  the  Shreveport  Bank  cases, 
;upra. 

The  term  "fiduciary"  is  not  confined  to  fixed  classified  relation- 
ships, like  trusts  or  agency.  It  exists  wherever  confidence  is  re- 
|50sed,  particularly  where  there  is  a  disparity  of  position.  3 
Bogerf  on  Trusts  (part  1),  pp.  82,  83.  As  further  said  in  Bogert, 
I'p.  78),  "Equity  refuses  to  bind  itself  by  an  all-inclusive  defini- 
tion. It  reserves  entire  freedom  to  declare  relations  to  be  fiduciary 
jipon  the  particular  facts  of  each  case."  Or,  in  the  words  of 
;udge  Cardozo,  "Equity  refuses  to  confine  within  the  bounds  of 
jlassified  transactions  its  precept  of  a  loyalty  that  is  undivided 
!nd  unselfish".    Meinhard  v.  Salmon,  164  N.  E.  545,  at  548. 

In  1949  Professor  Scott,  the  author  of  Scott  on  Trusts,  delivered 
pe  Morrison  Lecture  at  the  California  State  Bar  Convention,  on 
le  "fiduciary  principle".  He  there  called  attention  to  a  recent 
inglish  decision,  Reading  v.  The  King,  [1948]  2  K.  B.  268,  af- 
rmed  by  the  Court  of  Appeal  in  May  1949,  in  [1949]  2  K.  B. 
32.   Reading,  a  British  army  sergeant  stationed  in  Cairo,  would 

de  in  full  uniform  on  trucks  presumably  carrying  contraband. 


The  Circuit  Court  of  Appeals  later  held  the  claim  barred  by  the  statute 

limitations  but  did  not  question  the  principles  declared  by  the  district 

■  urt.  The  same  issues  were  involved  in  an  earlier  stockholders'  suit  which 

IS  then  revived  and  settled  for  $15,000,000.  Penine  v.  Pennroad  Corp., 

'  Atl.  2d  479  (Del.). 
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His  presence  in  uniform  deterred  the  Egyptian  police  from  in- 
vestigating, and  he  was  rewarded  by  large  sums  which  he  banked. 
The  British  military  authorities  learned  of  his  bank  accounts  and 
seized  them.  Reading  sued  the  Crown  for  a  return  of  the  money. 
The  burden,  said  the  court,  was  upon  the  Crown  to  establish  its 
right  to  tlie  funds,  so  that  the  case  was  the  same  as  if  the  Crown 
had  sued  Reading. 

The  court  held  that  the  Crown  was  entitled  to  the  funds, 
because  the  facilities  provided  by  it  in  the  shape  of  the  uniform, 
and  the  use  of  the  soldier's  position  in  the  army,  were  the  reason 
why  the  payments  were  made  to  him. 

It  was  further  held  that  no  fiduciary  relationship  was  necessary 
to  establish  the  Crown's  rights,  but,  if  one  were  necessary,  it  was 
present,  for  "the  term  'fiduciary  relation'  in  this  connexion  is  used 
in  a  very  loose,  or  at  all  events  a  very  comprehensive,  sense," 
and  "in  the  wide  sense  in  which  the  term  is  used  in  the  relevant 
cases  such  a  relation  subsisted  in  this  case  as  to  the  user  of  the 
uniform  and  the  opportunities  and  facilities  attached  to  it" 
([1949]  2  K.  B.  at  236  and  238.) 

It  hardly  need  be  added  that  the  relation  between  parent  and 
subsidiary  corporation  is  fiduciary,  if  one  dominates  and  controls  | 
the  other.  What  gives  rise  to  the  fiduciary  relation  is  the  element 
of  dominance  and  the  exercise  of  control  and  management. 
Southern  Pacific  Co.  v.  Bogert,  250  U.S.  483,  492;  North  Ameri- 
can Co.  V.  S.E.C.,  327  U.S.  686,  693. 

Ordinarily,  therefore,  the  parent  is  the  fiduciary.  Here,  by  reason 
of  the  moribund  condition  of  plaintiff,  its  loss  of  control  over 
defendant,  die  defendant's  reinvigorated  condition,  the  switch 
of  allegiance  of  the  James  Interests  to  defendant,  the  fact  that 
plaintiff's  officers  and  most  of  its  directors  were  mere  employees 
of  defendant  and  received  their  livelihood  from  it,  the  subsidiary 
dominated  the  quondam  parent,  and  die  defendant  was  the  fidu- 
ciary. As  said  in  Commercial  Nat.  Bank  in  Shreieport  v.  Parsons, 
144  F.2d  231  at  236,  "The  dominant  officers  of  the  new  bank  were 
the  directors  of  the  old,  and  they  were  doubly  bound  to  treat  the 
latter  fairly." 
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More  than  once  a  parent  corporation  has  invoked  and  received 
the  protection  of  fiduciary  standards  against  unfair  treatment  at 
tlie  hands  of  a  subsidiary;  e.g.,  Potter  v.  Sanitary  Co.  of  Avierica, 
194  Atl.  87  (Del.  Ch.);  Bancokentucky  Co.'s  Receiver  v.  Na- 
tional Bank  etc.,  137  S.W.2d  357  (Ky.). 

As  a  Fiduciary,  Defendant  Must  Account  for  Benefits  Gained. 

Once  a  fiduciary  relationship  is  recognized,  the  rights  and 
duties  are  similar  to  those  existing  in  the  case  of  a  trust.  As  4 
Porneroy  on  Equity  Jurisprudence  (5th  ed.)  263  says: 

"Wherever  there  is  a  fiduciary  relation  *  *  *  the  dealings  of 
the  parties  with  each  other  and  with  the  subject-matter  of  the 
relation  are  governed  by  the  same  rules  which  determine  the 
duties  of  actual  trustees  towards  their  cestuis  que  trustent 

*    *    *  "9 

I  And  as  said  in  Barney  v.  Saunders,  16  How.  (U.S.)  534,  542: 
"It  is  a  well-settled  principle  of  equity,  that  wherever  a 

trustee,  or  one  standing  in  a  fiduciary  character,  deals  with 
I  the  trust  estate  for  his  own  personal  profit,  he  shall  account 

to  the  cestui  que  trust  for  all  the  gain  which  he  has  made." 

Dean  Roscoe  Pound,  in  Pound  and  Plucknett's  "Readings  On 
;The  History  And  System  Of  The  Common  Law"  (3rd  Ed.  1927), 
at  page  629,  quoting  Maitbnd's  Equity,  p.  83,  refers  to: 

"  *  *  *  one  grand  rule.  It  is  this:  that  wherever  a  person 
clothed  with  a  fiduciary  character  gains  some  personal  ad- 
vantage by  availing  himself  of  his  situation  as  a  trustee,  he 
becomes  a  trustee  of  the  advantage  so  gained.  *  *  * 

"The  rule  includes  persons  who  are  not  trustees  properly 
so  called,  but  all  those  who  stand  in  what  is  called  a  fidu- 
ciary position.  *  *  *" 


This  primary  principle  has  been  stated  by  the  authorities  in 
much  the  same  language  as  respects  every  variety  of  fiduciary  situ- 
ation.   Its  gist  and  substance  is  this:  The  fiduciary  may  not  avail 


i  ^Thus  the  rule  of  Cal.  Civ.  Code,  Sec.  2235,  concerning  trustees  is  said 
.to  apply  to  all  fiduciary  relationships.  Metropolis  etc.,  Sat.  Dank  v.  Mon- 
mer,  169  Cal.  592,  598. 
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himself  of  any  advantage  or  facility  that  the  position  gives  him. 
If  he  derives  any  benefit  either  from  the  use  of  any  property  or 
rights  of  the  beneficiary  or  from  the  fact  of  the  relationship  or 
from  the  opportunities  or  facilities  it  affords,  he  must  account  to 
the  beneficiary  for  the  full  benefit.  All  profits  and  advantages  be- 
long to  the  beneficiary,  regardless  of  whether  they  spring  from 
performance  or  from  violation  of  the  fiduciary's  duty.  The  basic 
reason  is  that  the  fiduciary  owes  the  duty  of  highest  loyalty  to 
his  beneficiary,  his  personal  interests  must  be  utterly  subjugated, 
"he  must  act  with  an  eye  single  to  the  interest"  of  the  beneficiary. 
And  it  matters  not  that  the  beneficiary  has  suffered  no  injury,  that 
the  profit  was  not  made  at  his  expense,  or  that  he  could  not  him- 
self have  made  the  gain.  It  matters  not  that  the  fiduciary  acts  in 
good  faith  or  bad  faith.  Any  other  rule  would  tempt  him  to 
consider  his  own  interest  and  put  him  in  a  position  of  conflict  of 
selfishness  with  loyalty.  Agreements  altering  these  consequences 
may  be  possible,  but  they  must  follow  "full  disclosure  of  all 
relevant  facts"  and  "an  opportunity  to  obtain  independent  ad- 
vice." 

See  Restatement  of  Agency,  Sec.  387,  388;  Restatement  of 
Trusts,  Sec.  203;  2  Am.  fur..  Agency,  Sec.  268,  p.  215;  3  C.f.S., 
Agency,  Sec.  165,  p.  53;  3  Scott  on  Trusts,  Sec.  502,  p.  2422;  3 
Bogert  on  Trusts  (Part  1),  p.  79. 

In  Fleishhacker  v.  Blum,  109  F.2d  543  (9  Cir.)  this  Court  said, 
"These  high  standards  this  court  is  not  disposed  to  whittle  down" 
(p.  547),  in  a  case  where  a  bank  officer  received  a  side  consider- 
ation for  procuring  a  loan  of  the  bank's  funds.  He  was  held  to 
account  to  the  bank  for  the  entire  consideration,  and  this  was  said 
to  be  the  rule  "even  though  the  bank  has  suffered  no  damage 
*  *  *  and  even  though  the  officer  may  have  acted  in  good  faith." 
(p.  546). 

These  fiduciary  rules  are  applied,  as  has  been  recently  stated, 
"with  particular  stringency"  to  dealings  between  interlocking 
corporations.  Mayflotver  Hotel  Stock.  P.  C.  v.  Mayfloiver  Hotel 
Corp.,  173  F.2d  4l6  (App.  D.C,  1949). 
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The  fiduciary  principle  has  been  applied  to  innumerable  varie- 
ties of  facts,  many  of  which  "do  not  fall  readily  into  any  general 
classification."  (3  Bogert  on  Trusts,  (Part  1)  p.  153).  As  Bogert 
further  says: 

"The  ways  in  which  a  fiduciary  can  take  a  position  hostile 
to  the  trust  and  seek  a  private  advantage  are  without  number. 
In  whatever  form  the  disloyalty  appears,  equity  penalizes  it 
with  the  privilege  in  the  cestui  of  obtaining  a  constructive 
trust  of  the  advantage  obtained  by  the  wrongdoing  trustee." 
(p.  156) 

Thus  the  principle  has  been  applied  to  compel  an  accounting 
of  tax  savings  {Shreveport  Bank  cases,  p.  36,  supra)  and  of 
bribes  (Reading  v.  The  King,  pp.  59,  60,  supra). 

In  Young  v.  Higbee  Company,  324  U.S.  204,  a  reorganization 
plan  was  proposed  and  confirmed  by  the  District  Court  over  the 
objection  of  two  preferred  stockholders  that  the  plan  was  unfair. 
The  two  appealed.  During  the  appeal  they  sold  their  stock  and 
right  of  appeal  for  more  than  the  market  value  of  the  stock. 
Other  preferred  stockholders  thereupon  sued  them  to  obtain  this 
profit.  The  Supreme  Court  held  for  the  plaintifi^s.  The  two 
stockholders,  it  said,  had  voluntarily  become  fiduciaries  even 
though  they  had  filed  their  objection  on  their  own  behalf  and 
not  on  behalf  of  the  preferred  stockholders  as  a  class,  because 
success  on  the  appeal  would  have  redounded  to  the  advantage 
of  all.  By  appealing  the  two  had  assumed  a  "determining  position 
over  the  rights  of  others"  (p.  209)  and  "owed  an  obligation  to 
them."  (p.  210) 

■  The  plan  of  reorganization  having  been  confirmed,  the  other 
preferred  stockholders  had  lost  nothing  to  which  they  were 
entitled.  Yet  it  was  held  that  the  retention  of  the  profit  from  the 
sale  of  their  shares  by  the  two  stockholders  was  unjust;  it  "was 
not  paid  for  anything  they  owned."  (p.  212).  So,  in  the  present 
case,  the  tax  saving  now  held  by  defendant  was  not  the  result  of 
any  tax  credits  belonging  to  it. 
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Duality. 

We  have  referred  to  the  authorities  respecting  duality  of 
representation.  There  are  numerous  decisions  delineating  the 
equitable  principles  that  govern.^" 

It  will  suffice  to  consider  two  decisions,  namely,  Chelrob  v. 
Barrett,  57  N.E.2d  825  (N.  Y.  1944),  and  Overfield  v.  Pemiroad 
Corporation,  42  F,  Supp.  586.  These  two  contain  a  comprehensive 
discussion  of  the  law  and  cite  and  review  the  leading  cases.  In 
both  the  courts  took  pains  to  declare  the  honesty  and  good 
faith  of  the  officers,  directors,  and  employees  whose  conduct  was 
under  review,  and  their  firm  belief  in  the  propriety  of  their 
conduct.  In  both  that  honesty  and  good  faith  were  said  to  be 
irrelevant  and  relief  was  granted. 

The  Pennroad  case  was  a  derivative  suit  by  stockholders  of 
Pennroad  against  the  Pennsylvania  Railroad.  The  complaint  was 
that  Pennroad's  directors,  in  the  management  of  its  affairs,  had 
not  been  solely  guided  by  considerations  affecting  its  welfare  but 
had  been,  on  the  contrary,  influenced  by  the  interests  of  the  Penn- 
sylvania Railroad  Company  which  had  caused  the  Pennroad  Cor- 
poration to  be  organized  for  the  purpose  of  engaging  in  activities 
which  it  could  not  itself  legally  undertake.  It  appeared  that  the 
directors  of  the  Pennroad  Corporation  were  directors,  officers  or 
employees  of  the  Pennsylvania  Railroad,  with  a  long  history  of 
loyalty  to  the  latter  company.  It  was  held  that  this  duality  of 
obligation  was  sufficient  ground  for  the  recovery  from  Penn- 
sylvania Railroad  of  all  losses  which  had  accrued  to  Pennroad 
as  the  result  of  investments  made  under  the  direction  of  these 
officers  and  directors,  despite  their  unimpeachable  integrity  and 
good  faith. ^^ 


i^'For  example,  Geddes  v.  Anaconda  Copper  Mining  Co.,  254  U.S.  590; 
Merger  Mines  Corporation  v.  Grismer,  137  F.2d  335  (9  Cir.),  cer.  den. 
320  U.S.  794;  Goodell  v.  Verdugo  Cation  Water  Co.,  138  Gal.  308;  3 
Fletcher  Cyc.  Corporations,  Perm,  ed.,  Sec.  961,  p.  433  434;  Globe 
Woolen  Company  v.  Utica  Gas  &  Electric  Co.,  121  N.E.  378  (N.Y.) 
(Cardozo,  J.);  Eshleman  v.  Keenan,  187  Atl.  25,  2  A.2d  904  (Del.); 
Price  V.  Standard  Oil  Co.,  55  N.Y.S.  2d  890,  a  case  where  a  corporation's  ; 
employees  were  mere  employees  (not  directors)  of  another  corporation. 

11  In  reaching  this  conclusion  the  court  said: 

"The  occupation  of  two  positions  imposing  different  obligations 
at  once  raises  a  conflict  of  interest  and  duty  and,  due  to  the  known 
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Chelrob  v.  Barrett,  supra,  involved  a  public  utility  system 
comprising  three  corporations:  Long  Island,  Queens,  and  Nassau. 
Long  Island  owned  the  voting  stock  of  Queens  which  owned  the 
voting  stock  of  Nassau.  Queens  expanded  its  plant  to  enable  it 
to  sell  gas  to  Nassau.  The  price  of  the  gas  so  sold  was  fixed  by 
the  directors  of  the  two  corporations,  and  all  of  them  had  been 
chosen  by  Long  Island.  A  majority  of  the  directors  of  Queens  and 
of  Nassau  were  also  directors,  and  in  some  cases  paid  officers,  of 
Long  Island,  and  some  of  the  directors  of  Long  Island  were  also 
directors  of  Queens.  Suit  was  brought  by  preferred  stockholders 
of  Queens  who  alleged  that  the  price  fixed  by  the  directors  was 
inadequate  and  unfair.  Judgment  was  rendered  directing  addi- 
tional payment  to  Queens. ^- 

weaknesses  of  human  nature,  it  is  to  be  expected  that  in  a  majority 
of  cases  duty  would  be  the  loser  in  the  conflict.  *  *  *  ^s  said  by 
Justice  Cardozo  (Wendt  v.  Fischer,  243  N.Y.  439,  443,  154  N.E. 
303,  304),  "The  law  "does  not  stop  to  inquire  whether  the  contract 
or  transaction  was  fair  or  unfair.  It  stops  the  inquiry  when  the  rela- 
tion is  disclosed  *  *  *  without  undertaking  to  deal  with  the  ques- 
tion of  abstract  justice  in  the  particular  case."  *  *  *  Only  by  this 
uncojnpromising  rigidity  has  the  ride  of  undivided  loyalty  been 
maintained  against  disintegrating  erosion.' 

"The  same  Judge  in  Meinhard  v.  Salmon,  249  N.Y.  458,  164 
N.E.  545,  546,  62  A.L.R.  1,  declared  that  'many  forms  of  conduct 
permissible  in  a  workaday  world  for  those  acting  at  arm's  length, 
are  forbidden  to  those  bound  by  fiduciary  ties.  A  trustee  is  held  to 
something  stricter  than  the  morals  of  the  market  place.  Not  honesty 
alone,  but  the  punctilio  of  an  honor  the  most  sensitive,  is  then  the 
standard  of  behavior.  As  to  this  there  has  developed  a  tradition  that 
is  unbending  and  inveterate.  Uncompromising  rigidity  has  been  the 
attitude  of  courts  of  equity  when  petitioned  to  undermine  the  rule 
of  undivided  loyalty  by  the  "disintegrating  erosion"  of  particular 
exceptions.  *  *  *  Only  thus  has  the  level  of  conduct  for  fiduciaries 
been  kept  at  a  level  higher  than  that  trodden  by  the  crowd'.  '  (p. 
608). 

^-The  court  said  (p.  834)  : 

"*  *  *  the  transaction  is  subjected  to  judicial  scrutiny  because  the 
price  was  fixed  by  corporate  boards  having  common  directors  elected 
by  Long  Island  and  these  directors  had  been  placed  in  a  position 
of  divided  loyalty. 

"The  rule  that  must  be  applied  in  such  a  situation  has  been  stated 
by  the  Supreme  Court  of  the  United  States.  'The  relation  of  directors 
to  corporations  is  of  such  a  fiduciary  nature  that  transactions  between 
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The  case  is  of  further  interest  because  the  court  noted  that  so 
long  as  Queens  and  Nassau  earned  enough  to  pay  dividends  on 
the  preferred  stock,  it  was  not  material  what  price  was  charged 
for  the  gas,  since  the  earnings  of  either  eventually  reached  the 
ultimate  parent,  Long  Island,  the  owner  of  the  common  stock. 
The  problem  arose  only  v/hen  earnings  fell  off  so  that  dividends 
on  the  preferred  stock  went  into  arrears.  Thus,  in  the  present 
case,  it  would  be  unimportant  whether  the  tax  savings  went  to 
the  Company  or  the  Corporation  so  long  as  the  latter  owned  the 
former.  The  severance  of  that  tie  created  the  problem. 

The  principles  of  duality  apply  to  every  variety  of  situation 
where  the  same  person  or  persons  represent  two  or  more  interests  ; 
— e.g.,  agency  (Cf.  Restatement  of  Agency,  Sec.  390,  392),  trusts 
(Cf.  Restatement  of  Trusts,  Sec.  170),  attorneys  at  law  (Cf. 
Peyton  v.  William  C.  Peyton  Corp.,  7  A.2d  737,  747  (Del.)); 
Re  fames  Estate,  86  N.Y.S.  2d  78  (1948).  They  were  apphed  in 
Bernheim  v.  Louisville  Property  Co.,  214  S.W.  801  (Ky.),  which 
is  of  particular  interest  because  it  involved  common  agents  and 
officers  of  two  corporations  which  had  formerly  been  affiliated 
but  whose  interests  had  been  severed.  The  court  remarked  on  the 
failure  of  the  individuals  occupying  dual  positions  to  appreciate 
that  "the  severance  of  1908  in  reality  changed  the  relationship 
between  the  two  companies." 

C.     PLAINTIFF'S  RIGHT  TO  RECOVER  RESTS  ON  BENEFITS  CONFERRED  AND 
IS  NOT  CONFINED  TO  DETRIMENT  SUSTAINED. 

Fundamentally,  the  argument  of  defendant  below,  by  which 
it  seeks  to  retain  unjustly  the  $17,000,000  benefit  which  it  ob- 
tained by  use  of  plaintiff's  rights,  was  that  plaintiff  suffered  no 

boards  having  common  members  are  regarded  as  jealously  by  the 
law  as  are  personal  dealings  between  a  director  and  his  corporation, 
*  *  *  Especially  is  this  true  where  a  common  director  is  dominating 
in  influence  or  in  character.  This  court  has  been  consistently  em- 
phatic in  the  application  of  this  rule,  which,  it  has  declared,  is 
founded  in  soundest  morality,  and  we  now  add  in  the  soundest  busi- 
ness policy.'  Geddes  v.  Anaconda  Mining  Co.,  254  U.S.  590,  599, 
41  S.Ct.  209,  212,  65  L.  Ed.  425." 
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damage  or  detriment  from  defendant's  appropriation  of  those 
rigiits.  This  is  based  on  the  fact  that  plaintijff  itself  happened  to 
have  no  income  in  the  years  in  question  against  which  it  could 
have  offset  its  loss  had  defendant  not  utilized  that  loss  to  offset 
its  own  income.  (See  p.  52,  supra.) 

The  argument  is  tantamount  to  the  claim  that  because  the  plain- 
tiff was  poor  and  had  no  other  income,  anyone  who  could  utilize 
its  valuable  rights  could  appropriate  them  without  payment  and 
with  impunity.  It  is  equivalent  to  saying  that  if  a  man  should  lose 
one  leg  and  be  possessed  of  a  shoe  that  he  could  not  use  and  that 
would  fit  only  one  other  person  in  the  community,  that  other 
person  could  take  the  shoe  without  payment.  Or  that  if  A  is 
given  a  library  of  Sanskrit  manuscripts  and  no  one  but  B  exists  in 
the  land  who  can  read  Sanskrit,  B  may  take  the  library  with  im- 
punity because  A  has  "suffered  no  damage." 

The  short  answer  is  that  a  plaintiff's  rights  in  an  unjust  enrich- 
ment case  are  measured  by  the  benefits  conferred,  received  or 
taken — not  by  the  detriment  suffered.  A  plaintiff  recovers  be- 
cause of  benefits  obtained  by  the  defendant,  and  those  benefits 
measure  the  recovery.  Restatement  of  Restitution,  Section  1,  and 
comment.  In  the  comment  it  is  said: 

"Ordinarily  the  benefit  to  the  one  and  the  loss  to  the  other 
are  co-extensive,  and  the  result  of  the  remedies  given  under 
the  rules  stated  in  the  Restatement  of  this  Subject  is  to  com- 
pel the  one  to  surrender  the  benefit  which  he  has  received 
and  thereby  to  make  restitution  to  the  other  for  the  loss 

which  he  has  suffered.  ***(p.  13) 

•  ♦**♦#« 

"In  other  situations,  a  benefit  has  been  received  by  the 
defendant  but  the  plaintiff  has  not  suffered  a  corresponding 
loss  or,  in  some  cases,  any  loss,  but  nevertheless  the  enrich- 
ment of  the  defendant  would  be  unjust.  In  such  cases,  the 
defendant  may  be  under  a  duty  to  give  to  the  plaintiff  the 
amount  by  which  he  has  been  enriched."  (p.  14.) 

Similarly,  where  a  fiduciary  gains  a  profit  from  the  fiduciary 
relationship,  it  belongs  to  the  beneficiary,  regardless  of  whether 


68 
the  latter  could  have  made  it  independently.^^ 

It  is  elementary,  as  said  in  3  CJ.S.,  Sec.  165,  p.  54,  that  the 
application  of  the  fiduciary  rules  discussed  at  pp.  61-63,  supra, 
"is  not  affected  by  the  fact  that  the  principal  did  not  suffer 
any  injury  by  reason  of  the  agent's  dealings  *  *  *." 

Or,  as  said  in  3  Scott  on  Trusts,  Sec.  502,  page  2422: 

"It  is  immaterial  that  the  profit  was  not  made  at  the  expense 
of  the  beneficiary  or  principal;  *  *  *". 

To  the  same  effect  are  2  Scott,  p.  1098,  and  54  Atn.  Jur.  249. 

In  Fleishhacker  v.  Blum,  109  F.2d  543   (9  Cir.),  this  Court 
held  that  the  bank  in  whose  behalf  a  stockholder's  bill  had  been  : 
brought  was  entitled  to  recover  certain  profits  "even  though  the 
bank  has  suffered  no  damage." 

Such  was  the  situation  in  the  Shreveport  Bank  cases  discussed 
at  pp.  36-38,  supra.  There  the  Old  Bank  not  being  engaged  in 
business,  it  would  have  had  no  tax  on  its  stock,  and  therefore  it 
had  no  occasion  to  use  the  value  of  its  real  property  for  its  ov/n 
tax  benefit.  Moreover,  the  New  Bank's  false  representation  to 
the  State  that  the  property  belonged  to  it  did  not  destroy  the  Old 
Bank's  rights  to  use  its  property  in  any  tax  returns  it  might  have  to 
make.^"*  Yet,  as  there  said:  "The  fact  that  the  Old  Bank  suffered 
no  loss  *  *  *  makes  no  difference."  Leslie  v.  Commercial  Nat. 
Bank  of  Shreveport,  28  F.  Supp.  927  at  933.  In  the  first  appeal  in 
that  case  the  dissenting  judge  commented:  "The  transaction  left 
the  old  bank  no  worse  off.  It  was  not  injured  in  the  least  by  the 
transaction  *  *  *."  144  F.2d  at  245.  Yet  on  the  second  appeal  i 
the  same  judge  wrote  the  opinion  of  the  court  affirming  the  right 


^^Restatement  of  Restitution,  at  p.  15  states: 

"So  also,  where  a  person  in  a  fiduciary  relation  to  another  makes) 
a  profit  in  connection  with  transactions  conducted  by  him  as  fidu- 
ciary, he  is  ordinarily  accountable  to  his  beneficiary  for  the  profit, 
although  the  beneficiary  suffered  no  loss." 

i^In  the  present  case,  the  use  by  defendant  of  plaintiff's  tax  rights  in 
consolidated  returns  legally  precluded  plaintiff  from  using  the  same  tax 
credits  in  later  separate  returns. 
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of  the  old  bank  to  recover  such  of  the  tax  savings  as  were  attribu- 
table to  that  class  of  property  v\/hich  it  held  belonged  to  the  old 
bank. 

In  Reading  v.  The  King,  [1949]  2  K.  B.  232,  discussed  at  pp. 
59-60,  supra,  the  Crown  was  held  entitled  to  bribes  received  by 
a  soldier  although  it  had  sustained  no  loss  and  it  could  not  itself 
have  earned  the  sums  involved.^^  The  court  held  that  the  Crown 
could  recover  "whether  or  not  [it]  had  suffered  any  detriment 
in  fact";  and  that  the  defendant  "cannot  be  heard  to  say  that 
*  *  *  the  plaintiff  suffered  no  loss  .  Tlie  plaintiff,  whether  actually 
harmed  or  scathless,  is  conclusively  presumed  not  only  to  have 
been  damnified  but  to  have  been  damnified  to  an  extent  measured 
by  the  amount"  of  defendant's  enrichment. 

In  the  Consolidated  Electric-Islands  case,  discussed  at  p.  46, 
supra,  losses  of  Islands,  one  of  the  affiliates,  resulted  in  a  tax  sav- 
ing to  the  affiliated  system.  The  S.E.C.  recognized  that  "none  of 
this  saving  can  be  realized  directly  by  Islands  since  it  does  not 
have  the  taxable  net  income  against  which  to  offset  such  losses" 
(13  S.E.C.  at  652).  While  it  was  noted  that  the  use  of  the  loss 
for  tax  purposes  might,  in  a  future  contingency,  result  in  a  tax 
liability  to  Islands,  it  was  also  noted  that  "any  tax  liability  re- 
sulting to  Islands  *  *  *  will  be  considerably  less  than  the  tax 
savings  to  be  presently  effected."  Nevertheless,  it  was  held  proper 
that  the  whole  of  the  tax  savings  should  be  paid  to  Islands  by  the 
other  affiliates  which  achieved  the  savings  by  use  of  Islands'  loss 
in  consolidated  tax  returns. 

A  striking  application  of  these  rules  of  unjust  enrichment  will 
be  found. in  the  Kentucky  Cave  case,  Edu'ards  v.  Lee's  Adm'r.,  96 
!S.W.2d  1028  (Ky.  1936).  There  Edwards  had  discovered  a  cave 
the  entrance  to  which  was  on  his  land.  By  years  of  advertising  and 
exploitation  he  spread  the  fame  of  the  cave,  built  a  hotel  near 
its  mouth,  improved  the  cave,  and  eventually  secured  a  stream  of 


'"'It  is  interesting  to  note  that  the  sergeant's  counsel  recognized  that 
under  the  law  of  "unjust  enrichment"  it  was  unnecessary  that  a  plaintiff 
!suffer  damage,  but  he  argued  that  "unjust  enrichment",  though  a  recogn- 
ized part  of  American  law,  was  not  part  of  English  law. 
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tourists  whose  entrance  fees  yielded  him  a  good  profit.  Without 
his  eifforts  the  cave  would  have  remained  useless. 

After  the  cave  became  profitable,  a  neighbor,  Lee,  sued  on  the 
ground  that  approximately  >^  of  the  length  of  the  cave  underlay 
his  land  and  recovered  judgment  requiring  the  defendant  to  ac- 
count to  the  plaintiff^  for  Yz  of  the  net  proceeds  received  by  the 
defendant  from  exhibiting  the  cave  over  a  space  of  7  years,  with 
6%  interest. 

The  Supreme  Court  of  Kentucky  affirmed  the  judgment  al- 
though it  recognized  (1)  that  plaintiff  merely  had  a  hole  in 
the  ground  which  he  himself  could  not  use  because  it  was 
so  far  beneath  the  surface  that  it  could  not  be  entered  except 
through  the  natural  mouth  on  defendant's  property;  (2)  that  the 
cave  was  therefore  of  no  practical  use  to  the  plaintiff;  (3)  that 
for  the  same  reason  there  was  no  one  in  the  world  other  than 
defendant  himself  upon  whom  the  plaintiff  might  confer  a  right; 
of  beneficial  use  of  the  portion  of  the  cave  under  his  property; 
(4)  that  consequently  plaintiff's  portion  of  the  cave  had  no  utility 
to  him,  it  had  no  sales  or  rental  value,  and  plaintiff  had  not  been  • 
ousted  of  the  physical  occupation  or  use  of  his  property  because 
he  could  not  and  did  not  occupy  it;  (5)  that  the  property  had  not 
in  any  way  been  injured  by  the  use  to  which  defendant  had  put 
it,  and  (6)  that  plaintiff  had  suffered  no  loss  or  detriment. 

The  court  stated  that,  as  the  case  was  sui  generis,  it  was  left 
to  fundamental  principles  and  analogies.  It  reasoned  (l)  that 
plaintiff  had  something  (a  definite  segment  of  the  cave)  and 
therefore  was  possessed  of  a  right  which  it  was  the  policy  of  | 
the  law  to  protect;  (2)  that  the  action  was  in  equity  for  an 
accounting;  and  (3)  that  the  "measure  of  recovery  in  this  case 
must  be  the  benefits,  or  net  profits,  received  by  the  appellants 
from  the  use  of  the  property  of  appellees,"  by  way  of  analogy  to 
the  rule  of  Section  136  of  the  Restatement  of  Restitution. 

The  court  refused  to  treat  the  case  as  one  of  trespass,  for  the 
reason  that,  had  it  done  so,  there  could  be  no  recovery  for  lack 
of  "damage";  the  property  had  not  been  injured,  and  there  was 
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no  rental  value  since  plaintiff  had  no  access  to  the  cave,  could 
not  use  it,  and  there  was  no  ouster  of  possession. 

In  the  present  case,  bearing  in  mind  that  the  defendant  simply 
appropriated  the  plaintiff's  tax  credits  without  discussion  and 
without  any  consideration  for  the  existence  or  rights  of  the  plain- 
|tiff,  Section  136  of  the  Restatement,  relating  to  benefits  tortiously 
acquired,  is  also  applicable.  In  the  comment  under  that  section, 
lit  is  said: 

"In  some  cases,  however,  no  harm  is  done  and  in  these  cases 
if  the  sole  remedy  were  by  an  action  of  tort  the  wrongdoer 
would  be  allowed  to  profit  at  little  or  no  expense.  *  *  *  The 
usual  method  of  seeking  restitution  is  by  a  bill  in  equity  with 
a  request  for  an  accounting  for  any  profits  which  have  been 
received  *  *  *."  (p.  553) 

Even  where  a  defendant  has  not  acted  in  a  manner  that  is 
Ironsidered  to  be  tortious,  he  may  have  to  account  under  the 
'principles  of  quasi-contract.  Restatement  of  Restitution,  Ch.  6. 
The  law  on  the  subject  is  not  static  or  confined  to  ancient  cate- 
l^ories.^'^ 

In  Truncate  v.  Universal  Pictures  Co.,  76  F.  Supp.  465,  directors 
)f  a  corporation  held  options  to  buy  from  it  shares  of  its  stock 
i,t  a  fixed  price.  Under  tax  law  and  regulations,  if  such  an  option 
's  exercised  at  a  time  when  the  market  price  exceeds  the  option 
'rice,  the  excess  is  taxable  income,  but  the  corporation  may  de- 
!uct  the  excess  in  computing  its  own  tax.  In  order  to  secure  a 
jlosing  agreement  from  the  Commissioner  of  Internal  Revenue 
bat  the  excess,  in  the  event  the  options  should  thereafter  be 
xercised,  would  not  constitute  taxable  income  to  the  directors, 
le  latter  caused  the  corporation  to  agree  with  the  Commissioner 
lat  in  computing  its  own  income  it  would  not  deduct  the  excess. 


'•'As  said  in  the  Restatement,  at  page  493: 

"The  situations  dealt  with  in  this  Chapter  do  not  exhaust  all  those 
in  which  restitution  can  conceivably  be  granted  for  benefits  lawfully 
acquired.  They  represent  situations  which  have  arisen,  and  indicate 
the  type  of  situations  in  which  restitution  should  be  granted." 
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Closing  agreements  to  this  effect  were  executed,  and  the  options: 
were  then  exercised. 

As  a  consequence,  the  corporation  paid  more  taxes  than  it 
should  have,  and  the  tax  liabilities  of  the  directors  were  di- 
minished. However,  the  losses  suffered  by  the  corporation  were 
much  less  than  the  gains  enjoyed  by  the  directors,  since  each 
director  had  his  own  outside  income  and  the  amount  of  his  tax| 
savings  was  affected  by  his  own  tax  bracket.  ] 

A  stockholder's  derivative  action  was  brought  against  the  di-i 
rectors  to  compel  them  to  account  to  the  corporation  not  merely; 
for  the  amount  of  the  losses  suffered  by  it,  but  for  the  entire  tax; 
savings  of  the  directors.  Defendants  moved  for  a  summary: 
judgment  on  the  ground  of  the  statute  of  limitations.  This  turned, 
under  New  York  statutes,  on  whether  recovery  was  limited  to  the 
loss  suffered  by  the  corporation  or  extended  to  the  entire  gain 
enjoyed  by  the  defendants.  The  court  (Rifkind,  J.)  held  the 
latter.   Remarking  that  the  situation  was  unique,  it  said  (p.  469) : 

"*  *  *  where  a  corporation  has  the  freedom  to  do  an  act 
or  to  refrain,  the  doing  of  the  act,  enabling  others  to  derive 
benefits  in  excess  of  the  losses  suffered  by  the  corporation, 
has  a  'sale'  value  of  which  the  ceiling  is  the  amount  of  such 
benefits;  *  *  *." 

Plaintiff's  rights  here  are  far  stronger  than  that  of  the  corpo- 
ration in  Truncale's  case.  There  the  corporation  had  nothing 
to  contribute,  and  possessed  nothing,  other  than  the  power  tc 
refuse  to  enter  into  the  closing  agreement.  Here  plaintiff  pes 
sessed  not  only  the  power  to  decline  to  enter  into  consolidatec . 
returns,  but  by  entering  into  such  returns  it  contributed  something 
that  belonged  to  itself,  to  wit,  its  own  tax  credits  worth  $17, 
000,000. 

Closely  related  to  defendant's  argument  that  plaintiff  was  no  ■ 
damaged  is  its  argument  that  plaintiff's  tax  credits  could  not  b' 
sold  generally  to  those  desirous  of  making  tax  savings.  From  thi 
fact  it  argues  that  plaintiff  has  no  right  of  recovery. 
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It  is  true  that  the  plaintiflF's  loss  could  be  used  to  offset  income 
oi  someone  other  than  itself  only  in  a  consolidated  return  and 
±erefore  could  be  availed  of  only  by  defendant  or  another  of 
the  affiliates.   But  the  fact  is  irrelevant. 

i  Thus  in  the  Shreveport  Bank  cases,  supra,  only  the  new  bank 
j;vas  able  to  make  use  of  the  tax  credit.  In  Truncate  v.  Universal 
?Hm  Exchange,  supra,  no  one  but  the  directors  were  able  to 
nake  use  of  their  corporation's  situation.  In  the  absence  of 
'itilization  by  them  the  corporation  could  not  have  realized  the 
penefits  which  they  received.  In  the  Kentucky  Cave  case,  in  all 
ihe  world  only  the  defendant  could  make  use  of  plaintiff's  part 
|)f  the  "hole  in  the  ground". 

I  The  fact,  then,  that  a  particular  asset  or  right  has  a  limited 
itility  or  "market",  or  that  no  one  can  use  it  except  one  party,  does 
lot  destroy  its  value  or  givt  that  party  the  right  to  appropriate 
t  without  incurring  liability. 

!  For  example,  the  government  may  be  the  only  possible  buyer 
if  a  given  property  and  unless  it  sees  fit  to  buy,  the  owner  may 
lave  no  way  to  utilize  the  property  or  to  realize  upon  it.  But  that 
(act  does  not  destroy  its  value.  In  James  v.  Campbell,  104  U.S. 
156,  358,  the  court  noted  that  "Many  inventions  relate  to  subjects 
'^hich  can  only  be  properly  used  by  the  government,  such  as  ex- 

losive  shells,  rams,  and  submarine  batteries  to  be  attached  to 
Irmed  vessels,"  but  observed  that  the  government  could  not  use 

ich  patented  inventions  or  tiie  patents  without  paying  just  com- 

jensation. 
In  the  field  of  eminent  domain  generally,  the  fact  that  property 

as  no  general  market  and  that  therefore  there  is  no  market  value 

oes  not  eliminate  its  value.   As  said  in  San  Diego  Land  etc.  Co. 
Neale,  78  Cal.  63,  68, 

"But  it  is  certain  that  a  corporation  could  not  for  that 
reason  appropriate  it  for  nothing." 

nd  as  said  in  Boo?n  Co.  v.  Patterson,  98  U.S.  403  at  408: 

"Property  is  not  to  be  *  *  *  regarded  as  valueless  because 
he  [the  ov/ner]  is  unable  to  put  it  to  any  use.  Others  may 
be  able  to  use  it,  *  *  *." 
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In  the  patent  field  many  an  invention  consists  of  an  improve- 
ment or  addition  to  a  machine  or  process  on  which  another  owns 
the  patents,  and  it  has  no  utiHty  except  as  part  of  that  machine 
or  process,  so  that  no  one  except  the  owner  of  the  machine  or 
process  can  make  economic  use  of  it.  Yet  the  latter  cannot  ap- 
propriate the  new  invention  without  paying  for  it.  As  said  in 
Bigelow  V.  R.K.O.  Radio  Pictures,  327  U.S.  251,  265,  if  "a 
wrongdoer  has  incorporated  the  subject  of  a  plaintiff's  patent 
or  trademark  in  a  single  product  to  which  the  defendant  hasj 
contributed  other  elements  of  value  or  utility,  and  has  derived 
profits  from  the  sale  of  the  product,"  not  only  must  he  pay  but' 
he  may  have  to  account  for  all  his  profits.  Cf.  Westinghouse  Co. 
V.  Wagner  Mfg.  Co.,  225  U.S.  604. 

Defendant  has  argued  that  what  plaintiff  had  was  a  loss,  that 
a  loss  is  a  "negative"  thing,  that  it  cannot  be  called  an  "asset",  and 
that  therefore  plaintiff  has  no  right  of  recovery. 

Plaintiff  not  only  had  the  loss,  it  had  the  right  to  make  use  of 
it  for  tax  purposes  and  the  right  to  permit  or  withhold  consent  to 
its  use  in  consolidated  returns.  It  is  of  no  relevance  whether 
plaintiff's  $75,000,000  loss,  its  right  of  use,  or  its  right  to  with- 
hold consent  to  the  use  of  a  consolidated  return  whereby  the  loss 
could  be  utilized,  can  be  denominated  "property."  Terminology 
such  as  "property,"  is  not  the  source  of  legal  or  equitable  rights 
The  reverse  is  true:  in  the  long  history  of  Anglo-American  la\\ 
the  recognition  that  a  right  exists  and  its  entitled  to  legal  pro- 
tection has  been  the  starting  point  of  recognition  of  new  kinds 
of  property  rights. 

In  US.  V.  Willow  River  Co.,  324  U.S.  499,  a  plaintiff  claimed 
a  right  to  recover  by  denominating  something  as  "property".  The 
court  said  (at  p.  502)  :  "We  cannot  start  the  process  of  decision  b) 
calling  such  a  claim  as  we  have  here  a  'property  right';  whetheii 
it  is  a  property  right  is  really  the  question  to  be  answered." 

It  is  equally  question-begging  to  try  to  defeat  a  recovery  b) 
asserting  that  there  is  no  property  right  involved. ^^ 


I'^In  Matarese  v.  Moore-McCormack  Lines,  158  F.2d  631   (2  Cir.),  de 
fendant  made  use  of  an  idea  of  the  plaintiff.  The  idea  was  not  only  an  in 
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As  was  said  in  the  recent  case  of  Johnston  v.  20th  Century-Fox 
Film  Corp.,  82  CA.2d  796,  817: 

"As  society  has  developed  there  has  been  a  corresponding 
evolution  in  the  development  of  property  rights.  Matters 
considered  as  near  revolutionary  a  few  years  ago  are  now 
accepted  as  facts.  Legal  history  shows  a  continual  recog- 
nition of  new  interests  and  a  gradual  willingness  to  protect 
interests  in  intangible  things.  (Warren  &  Brandeis,  4  Harv. 
L.  Rev.  193;  4  Ford.  L.  Rev.  307;  45  Yale  L.  J.  520)". 

The  famous  article  of  Mr.  Louis  Brandeis  (later  Mr.  Justice 
Jrandeis)  and  Mr.  Samuel  "Warren  just  referred  to,  which  first 
ppeared  in  4  Harvard  Law  Review  in  1890,  entitled  "The  Right 
D  Privacy",  contains  a  masterly  discussion  of  the  subject.  (See 
iarticularly  pp.  193  to  195,  and  p.  212).^^ 

In  the  present  case,  whatever  it  may  be  denominated  or  however 

may  be  characterized,  the  loss  was  plaintiff's,  it  carried  with  it 
lie  right  of  use  in  certain  situations  to  achieve  tax  savings,  and 
jiat  right  belonged  to  plaintiff.  Defendant  appropriated  that 
Ight  and  thereby  achieved  a  $17,000,000  saving,  and  it  should 

)\v  account  to  plaintiff. 

The  principles  on  which  plaintiff  is  entitled  to  recovery  are  not 
lovel;  they  are  fundamental.  All  that  is  novel  in  the  case  is  the 
nique  factual  situation.  But  equity  is  not  powerless  to  cope 
fith  unusual  facts. 

le  Right  to  Recover  Does  Not  Require  a  Contract. 

At  pages  53,  54,  supra,  we  showed  that  an  agreement  con- 
^•rning  the  equitable  apportionment  of  the  tax  savings  would 

t|igible,  it  was  unpatentable.  Thus  plaintiff  had  no  "property  right".  De- 
ipdant  was  compelled  to  account  for  the  savings  it  achieved  in  the  cost 
(  doing  longshore  work  resulting  from  the  use  of  the  idea. 

"^As  was  stated  by  Chief  Justice  Shaw  of  Massachusetts  (in  Boston  and 
iwell  Railroad  Corporation  v.  Salem  and  Lowell  Railroad  Co.,  et  al., 
"ray  (68  Mass.)  1,  35  (1854)),  the  term  "property" 

"is  novien  generalissimum,  and  extends  to  every  species  of  valuable 
right  and  interest,  and  includes  real  and  personal  property,  ease- 
ments, franchises  and  incorporeal  hereditaments." 
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have  been  perfectly  valid.  But  plaintiff's  rights  to  recover  do  not 
depend  on  whether  such  an  agreement  was  or  could  have  beeni 
made. 

As  said  in  2  Bouvier's  Law  Dictionary,  803  (Rawle's  Revision), 
under  "Quasi-contracts": 

"In  quasi-contract  the  obligation  arises  not  from  consent,i 
as  in  the  case  of  contracts,  but  from  the  law  or  natural; 
equity.  "^^ 

In  Reading  v.  The  King  [1949],  2  K.  B.  232,  discussed  at  pp| 
59,  60,  supra,  no  valid  prior  contract  to  share  bribes  woulcj 
have  been  possible.  In  the  Shreveport  Bank  cases,  discussed  at  pp. 
36,  38,  supra,  no  valid  contract  would  have  been  possible  be- 
tween the  Old  Bank  and  the  New  Bank  to  report  the  former'; 
property  as  the  latter's  in  order  to  save  taxes. 

And  as  we  shall  show,  at  pages  84-86,  infra,  a  fiduciary  must 
account  to  his  beneficiary  for  his  gains  even  though  made  in  ar 
illegal  enterprise.  Yet  a  prior  agreement  on  the  subject  woulc 
not  be  permissible. 


II. 

THE  TRIAL  COURT'S  REASONS  FOR  DENYING 
RELIEF  TO  PLAINTIFF  ARE  ERRONEOUS 

The  court's  reasons  for  denying  relief  to  plaintiff  have  nothing 
in  common  with  defendant's  arguments  for  denial  of  relief.  In 
deed,  the  principal  ground  of  the  court's  decision  is  offensive  t( 


i^In  Matarese  v.  Moore-McCormack  Lines,  158  F.2d  631  (2  Cir.) 
"The  doctrine  of  unjust  enrichment  or  recovery  in  quasi-contract  ob 
viously  does  not  deal  with  situations  in  which  the  party  to  b, 
charged  has  by  word  or  deed  legally  consented  to  assume  a  dut 
toward  the  party  seeking  to  charge  him.  Instead,  it  applies  to  situa 
tions  where  as  a  matter  of  fact  there  is  no  legal  contract,  but  wher 
the  person  sought  to  be  charged  is  in  possession  of  money  or  prop; 
erty  which  in  good  conscience  and  justice  he  should  not  retain,  bu* 
should  deUver  to  another.  *  *  *  Where  this  is  true  the  courts  iff 
pose  a  duty  to  refund  the  money  or  the  use  value  of  the  property 
to  the  person  to  whom  in  good  conscience  it  ought  to  belong."  ({ 
634.) 
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defendant,  for  it  is  tantamount  to  accusing  it  of  improper  conduct 
diat  should  be  investigated."^ 

The  court  based  its  decision  on  two  lines  of  reasoning,  a 
najor  ground  and  a  minor.  The  major  one  was  its  belief  that  the 
ax  savings  ought  not  to  have  been  allowed  by  the  Treasury.  The 
jninor  one  was  the  view  that  plaintiff  was  seeking  to  obtain  some- 
hing  denied  it  under  the  Reorganization  Plan. 
;  These  two  bases  on  which  the  court  has  denied  relief  to  plain- 
iS  are  mutually  inconsistent.  In  the  first  place,  they  are  bottomed 
in  incompatible  attitudes  toward  the  court's  own  power  and  its 
■xercise.  In  denying  relief  on  its  second  line  of  reasoning  the  court 
loes  so  on  the  ground  that  it  ought  not  to  go  behind  final  admin- 
strative  and  judicial  determinations.  Truly,  it  ought  not.  But  in 
enying  relief  on  the  ground  that  the  tax  savings  should  not  have 
een  allowed  by  the  Treasury,  the  court  has  in  fact  done  exactly 
lat:  it  has  gone  behind  a  final  administrative  determination.  Yet 
1  the  situation  to  which  it  would  apply  the  principle  that  it 
lould  not  do  so,  the  principle  has  no  application,  for  a  judgment 
Dr  plaintiff  would  have  no  such  effect,  as  we  show  at  pages  88- 
5,  infra. 

The  two  lines  of  reasoning  are  incompatible  for  another  rea- 
)n.  In  one  breath  the  court  asserts  that  the  tax  savings  were 
amazing  and  undeserved",  that  the  tax  should  have  been  paid 
)  the  Treasury,  and  that  it  would  order  defendant  to  pay  the 
17,000,000  to  the  Treasury,  if  it  had  the  power  to  do  so.  In  the 
rxt  breath,  it  asserts  that  payment  of  these  very  moneys  to  plain- 
ft  will  militate  against  the  "resuscitation"  of  the  defendant  rail- 
bad  and  thus  defeat  the  Reorganization  Plan.  Yet  the  first  obser- 
ition  recognizes  that  the  "resuscitation"  of  this  railroad  did  not 
volve  the  retention  of  these  moneys  by  defendant. 
Neither  of  the  District  Court's  two  lines  of  reasoning  is  sound, 
we  now  proceed  to  show. 


-"Thus  the  Court  said  in  its  opinion  that  the  tax  saving  "invites  a  type 
<  scrutiny  which  this  Court  is  powerless  to  give  it."  (270) 
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A.     IT  WAS  IMPROPER  TO  DENY  RELIEF  TO  PLAINTIFF  ON  THE  BELIEF  THAT 
THE   TAX   SAVING    OUGHT   NOT   TO    HAVE   BEEN   ALLOWED    BY  THE 
TREASURY. 

We  commented  on  this  reasoning  at  p.  47,  supra.  As  we  there 
said,  for  defendant  Company  to  keep  the  tax  saving  would  be  a 
subversion  of  the  tax  law.  The  trial  court  believed  that  defendant 
had  wronged  the  government.  Yet,  for  that  reason  it  has  denied 
recovery  to  the  plaintiff  and  diereby  has  rewarded  the  defendant  i 
by  permitting  it  to  keep  the  gain.  This  is  contrary  to  the  maxim,  j 
"No  one  can  take  advantage  of  his  own  wrong."  Cal.  Civil  Code, 
Sec.  3517.  ^: 

There  are  several  evident  inadequacies  in  the  trial  court's  con- 
clusion, each  sufficient  to  invalidate  it: 

( 1 )  The  tax  deductions  were  in  accord  with  law. 

(2)  The  allowability  of  the  tax  deductions  was  not  an  issue  in 
the  case  and  was  not  open  to  question  here. 

(3)  Even  if  the  deductions  should  not  have  been  allowed,  that, 
fact  does  not  justify  denial  of  an  accounting  by  defendant  to 
plaintijBF.  ,1 

The  Tax  Procedure  and  Deductions  Were  In  Accord  with  the  Law. 

In  the  first  place,  the  conclusion  that  the  filing  of  consolidated 
returns  and  the  use  of  plaintiff's  loss  to  offset  defendant's  income 
were  not  permitted  by  tax  law  and  regulations,  as  respects  the 
government,  is  not  sound. 

The  rational  basis  of  allowing  consolidated  returns  is  the  ex- 
istence of  an  economic  entity.  But,  in  providing  for  the  situation, 
Congress  chose  to  establish  certain  ready  and  less  subjective  tests. 
Corporations  are  "affilitated"  when  95%  of  the  voting  power  of 
all  classes  of  stock  and  95%  of  each  class  of  non- voting  stock, 
except  limited  preferred  stock,  are  owned  by  one  or  more  of  the 
corporations  in  the  group.  Internal  Revenue  Code,  Sec.  l4l.  Plain- 
tiff and  defendant  were  affiliated  within  that  statutory  test  until 
April  30,  1944.  And  Section  23(g)(4)  of  the  Internal  Revenue 
Code  permitted  a  parent's  loss  resulting  from  worthlessness  of 
stockholdings  to  be  used  as  a  deduction.  The  regulations  also 
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permitted  consolidated  returns  to  be  filed  although  one  or  more 
affiliates  were  in  bankruptcy  (see  p.  43,  supra). 

The  statutory  tests  for  tax  deductions  existing,  they  govern,  and 
the  courts  do  not  go  behind  them.-^  For  example,  in  Trinity  Build- 
ings Corporation  of  New  York,  40  B.T.A.  1315,  one  of  an  affili- 
ated group  of  corporations  was  in  bankruptcy,  and  thereby  its  con- 
trol was  out  of  the  hands  of  the  parent.  The  trustee  refused  to 
loin  in  consolidated  returns.  Under  the  regulations  all  affiliates 
Tiust  join,  and  the  Commissioner  therefore  refused  to  recognize  a 
j:onsolidated  return  joined  in  only  by  the  others.  He  was  upheld, 
[he  Board  of  Tax  Appeals  saying: 

"Looking  alone,  therefore,  at  section  52  and  section  l4l, 
'  it  seems  clear  that  the  bankrupt  corporation  was,  by  reason 
of  the  Realty  Co.'s  ownership  of  its  shares,  a  member  of  the 
affiliated  group  *  *  *  and  that  this  is  none  the  less  so  be- 
cause the  shares  of  the  bankrupt  corporation  may  have  been 
worthless  or  because  its  business  and  properties  were  being 
operated  by  a  trustee  in  bankruptcy."  (p.  1319) 

George  A.  Fuller  Co.  v.  Commissioner  of  Internal  Revenue,  92 
F.2d  72  (2  Cir.),  involved  the  same  question  for  the  same  group 
j'f  corporations  for  another  year.  The  Court  arrived  at  the  same 
"ecision  as  the  Board  in  the  Trinity  case.^^ 

Vhether  the  Tax  Saving  Should  Have  Been  Allowed 
iy  the  Treasury  Was  No  Issue  in  This  Case. 

I  In  the  second  place,  whether  the  tax  savings  should  have  been 
llowed  by  the  Bureau  of  Internal  Revenue  was  not  an  issue  in 


^^Commissioner  v.  Korell,  339  U.S.   (prelim,  print.)  619,  625,  626. 

22It  said: 

"Though  it  is  clear  that  there  was  no  actual  compliance  with  the 
condition  imposed  by  the  statute  [joinder  by  all  affiliates]  the  peti- 
tioner insists  that  where  the  failure  to  comply  is  due  to  the  refusal 
of  a  trustee  of  one  of  the  group  in  bankruptcy  whose  action  is,  there- 
fore, not  subject  to  the  common  control  which  might  otherwise  pre- 
vail a  consolidated  return  may  properly  be  filed  for  the  remainder  of 
the  group. 

"The  plain  answer  to  such  a  contention  is  that  it  is  contrary  to 
the  statute."   (p.  73.) 
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the  case,  and  the  court  below  had  no  right  to  question  it.   This 
case  starts  with  the  fact  that  there  were  tax  savings.  Their  exist- 
ence is  part  of  the  factual  context  of  this  litigation.  The  sole  is-i 
sue  was  who  is  entitled  to  the  tax  savings  as  between  plaintiff: 
and  defendant. 

Here  a  federal  tax  question  had  been  determined  by  the  proper  i 
administrative  officials,  and  the  determination  and  tax  settlement: 
had  become  final  before  the  judgment  was  entered  below  and  noi 
longer  could  be  questioned  by  the  government  (see  p.  23,  supra). 
The  Bureau  of  Internal  Revenue,  not  the  court,  was  the  instru- 
mentality selected  by  Congress  for  the  purpose.  In  Bull  v.  United-. 
States,  295  U.S.  247,  259,  the  Supreme  Court  said: 

"The  statute  prescribes  the  rule  of  taxation.  Some  machinery 
must  be  provided  for  applying  the  rule  to  the  facts  in  each 
taxpayer's  case,  in  order  to  ascertain  the  amount  due.  The 
chosen  instrumentality  for  the  purpose  is  an  administrative' 
agency  whose  action  is  called  an  assessment.  The  assessment 
*  *  *  may  include  the  calculation  and  fix  the  amount  of  taxi 
payable,  and  assessments  of  federal  estate  and  income  taxes j 
are  of  this  type." 

The  tax  laws  authorize  the  Commissioner  to  enter  into  com- 
promises. And  as  said  by  the  Attorney  General  (31  Op.  Atty. 
Gen.  459),  it  is  his  power  to  do  so  "where,  in  his  judgment,  such 
compromises  were  for  the  interests  of  the  United  States." 

A  determination  by  the  instrumentality  chosen  by  Congress  to 
make  it  is  not  lightly  to  be  questioned,  even  in  case  of  a  direct 
attack.  As  said  in  In  Re  Epstein,  4  F.2d  529,  530  (6  Cir.),  "courts 
do  not  lightly  set  aside  a  construction,  ,by  a  department  of  the . 
government,  of  a  statute  peculiarly  relating  to  the  duties  and 
powers  of  that  department  *  *  *"  And  in  U.  S.  v.  Pierce  Autc 
Lines,  327  U.S.  515,  an  appeal  from  a  decision  of  a  three-judge 
district  court  suspending  an  order  of  the  Interstate  Commerce 
Commission,  the  court  said: 

"We  think  the  court  misconceived  not  only  the  effects  of 
the  Commission's  action  *  *  *  but  also  its  own  function.  It 
is  not  true,  as  the  opinion  stated,  that  *  *  *  'the  courts  musi 
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in  a  litigated  case,  be  the  arbiters  of  the  paramount  public 
interest.'  This  is  rather  the  business  of  the  Commission,  made 
such  by  the  very  terms  of  the  statute."  (p.  535) 

Such  is  the  law  in  case  of  a  direct  attack.  Where  the  attack  is 
lot  direct  but  merely  collateral,  arising  in  a  different  kind  of 
awsuit  merely  because  the  results  of  the  tax  determination  are 
nvolved  as  one  of  the  facts  of  the  case,  no  court  can"  question 
he  propriety  of  the  determination.  Cf.  In  re  Kaufman's  Estate, 
.0  N.Y.S.  2d  616;  In  re  Mayer's  Estate,  22  N.Y.S.  2d  468. 

In  the  present  case  there  was  not  even  a  collateral  attack, 
nuch  less  a  direct  one,  for  neither  plaintiff  nor  defendant  has 
juestioned  the  tax  determination. 

If  settlement  had  not  been  effected  with  the  Commissioner  but 
he  matter  had  been  litigated  through  the  Tax  Court,  and  if  that 
ourt  had  decided  in  favor  of  the  tax  deduction  here  involved  and 
ts  decision  had  been  allowed  to  become  final,  certainly  the  court 
)elow  could  not  in  this  case  have  questioned  the  adjudication  for 
.ny  purpose  whatever.  No  more  can  it  do  so  now. 

Indeed,  an  income  tax  "assessment  is  given  the  force  of  a  judg- 
nent."  Bull  v.  United  States,  supra,  at  p.  260. 
I  In  Galbraith  v.  Devlin,  148  Pac.  589  (Wash.),  an  action  for  an 
iccounting  by  one  partner  was  instituted  against  others.  One  de- 
ense  was  that  the  plaintiff  did  not  have  clean  hands  because  he 
ad  made  certain  misrepresentations  to  one  who  was  collaterally 
iterested  in  the  transaction.  The  court  held  for  the  plaintiff.  It 
lid  (p.  592): 

,    "If  Harvey  was   satisfied,   no   one  else  can  complain   for 
him."^ 

Further,  the  procedure  of  tax  settlement  was  legal  in  every 
i?gard.  Full  disclosure  was  made  to  the  Bureau  of  Internal  Reve- 


,  ^Cf.  Langley  v.  Devlin,  163  Pac.  395  (Wash.),  where  a  defendant  rc- 
isted  an  action  for  an  accounting  on  the  ground  that  a  third  party  had 
i;en  wronged.  The  court  said,  "The  third  party  is  not  complaining."  It 

rther  said  that  for  a  court  of  equity  to  deny  relief,  "because  of  a  fraud 
fecting  a  third  party  or  a  right  'would  lead  to  the  absurd  consequence 

at  a  defendant  in  a  suit  would  take  a  decree  equivalent  in  its  legal  force 
affirmative  rehef  under  the  plea  of  corrupt  participation."   (p.  401.) 
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nue  in  great  detail.  In  May  1946,  Polk,  the  tax  counsel,  wrote  the 
first  "Krigbaum  letter"  to  the  Internal  Revenue  Agent  in  Charge 
which  explained  exactly  how  the  loss  occurred  (1779  P  64).  It 
stated  the  facts  showing  the  severance  of  the  economic  unity  be-; 
tween  plaintiff  and  defendant  and  the  dates.  A  year  later  he  wrote  i 
the  second  Krigbaum  letter  (1799P71). 

The  Treasury's  audit  and  examination  of  the  tax  returns  took: 
over  a  year  and  a  half  (l4l9,  1788).  Negotiations  for  settlement; 
extended  over  six  months.  They  occurred  first  with  the  agent  im 
charge,  and  then  with  the  Commissioner  of  Internal  Revenue  in] 
Washington  where  several  conferences  were  held,  presided  over! 
by  the  technical  adviser  to  the  Commissioner.  The  history  is  re- 
viewed in  the  record  at  pages  1788-91,  in  plaintiff's  Exhibit  68. 
Indeed,  when  Polk  sought  on  the  witness  stand  to  give  a  full  re- 
view of  the  negotiations  with  the  government,  he  was  shut  off 
by  the  trial  court  of  its  own  motion  with  the  remark, 

"I  just  can't  see  what  purpose  is  served  by  these  long  dis- 
cussions as  to  what  took  place  in  a  conference  in  Washing- 
ton over  subject  matter  where  the  results  are  before  the 
court,  and  it  doesn't  seem  to  serve  any  useful  purpose." 
(1428) 

This  observation  during  the  trial  was  sound.  The  court  shoulc 
never  have  departed  from  it. 

For  the  trial  court  in  this  case  to  refuse  to  inquire  into  the  merit; 
of  the  case  as  between  plaintiff  and  defendant  because  of  a  beliei 
that  the  tax  settlement  was  "phony",  as  the  court  expressed  i 
(423),  was,  we  submit,  not  permissible. 

Even  if  the  Tax  Deductions  Were  Improper,  That  Would 
Be  No  Reason  to  Deny  Relief  to  PlaintifF. 

The  reasoning  on  the  basis  of  which  the  court  below  denie( 
plaintiff  an  accounting  because  of  its  belief  that  the  governmeni 
should  not  have  allowed  the  tax  deductions  is  so  elusive  that  i  i 
is  difficult  to  find  the  legal  category  in  which  to  appraise  it  or  b: 
which  to  test  its  soundness.  But  no  matter  how  viewed,  it  is  stilj 
unsound.  ;*• 


83 
If  the  trial  court  had  in  mind  that  a  court  will  not  intervene 
between  two  joint  wrongdoers,  that  doctrine  has  no  application 
to  the  facts  of  this  case.  The  tax  matter  was  handled  by  defendant 
and  its  counsel  in  its  entirety,  and  plaintiff  was  not  a  participant 
in  the  handling  of  the  tax  returns  and  the  settlement.  The  court 
iso  found  (see  pp.  8,  9,  supra) ,  and  during  the  settlement  of  the 
findings  it  stated  what  it  meant  by  its  findings  on  this  score  as 
ithe  following  colloquy  shows: 

I  "Mr.  Lasky:  *  *  *  Your  Honor's  opinion  in  major  part,  as 
I  we  understand  it,  decided  the  case  on  the  basis  that  the  taxes 
ought  to  have  been  paid  the  government;  that  the  settle- 
ment, to  quote  from  the  opinion,  'invited  a  type  of  scrutiny 
that  the  court  could  not  give  it,'  and  that  if  you  were  able 
to  do  so,  you  would  set  it  aside.  'The  tax  escape  was  erro- 
neous and  unjust.'  More  of  that  quotation.  And  consequently, 
the  court  of  equity  would  decline  to  interevene. 

"As  has  been  indicated  so  far  this  afternoon,  that  sounds 
on  the  principle  that  the  court  will  not  interfere  between 
wrongdoers,  or  possibly  like  the  doctrine  of  unclean  hands. 
"So  the  first  group  of  requested  findings,  three,  four,  five, 
six,  seven  and  nine  are  directed  to  this.  In  essence,  they  go 
to  the  fact  that  the  plaintiff  is  not  in  pari  delicto;  that  the 
plaintiff  did  not  itself  conduct  the  tax  transaction. 

"*  *  *  This  merely  goes  to  the  point  that  the  plaintiff 
itself  did  not  conduct  the  tax  operations,  had  nothing  to  do 
with  them  until  the  time  of  settlement,  so  that  if  there  is 
some  wrongdoing  involved  there  we  were  not  in  pari  delicto 
on  it.  The  facts  we  present  are  all  true."  (462) 

Nc  H:  Ni  He  4:  ♦  * 

"*  *  *  the  tax  settlement  was  conducted  by  defendants'  tax 
counsel,  so  that  the  plaintiff  itself,  if  there  were  any  im- 
propriety, if  there  were  wrongdoing,  if  this  doctrine  of  un- 
clean hands  applies,  then  we  do  not  come  in;  we  were  not 
in  pari  delicto."  (465) 

******* 
"*  *  *  j-he  evidence  certainly  discloses  that  the  tax  opera- 
tions, however  they  may  be  characterized,  were  conducted 
by  the  defendant  and  its  tax  counsel,  not  by  the  plaintiff. 
"The  Court:     There  is  no  question  about  that."  (468) 


"The  Court:  Don't  you  think  that  most  everything  you 
have  mentioned  is  really  in  the  opinion  some  place  or  an- 
other ?  You  are  right,  perhaps  in  proposing  it  in  orderly 
concise  form."  (476) 

It  is  a  settled  rule  of  equity  that  if  one  person  uses  property  or 
rights  of  another  to  make  a  profit,  particularly  if  he  is  a  fiduciary; ' 
the  other  person — owner  or  beneficiary — is  entitled  to  the  profits; 
even  though  they  have  emanated  from  an  illegal  or  improper  en-i 
terprise  in  which  the  property  or  rights  were  embarked.  The  fidu- 
ciary cannot  escape  accounting  on  the  plea  of  illegality  of  thel 
enterprise. 

Thus  in  Barney  v.  Saunders,  et  al.,  16  How  (U.S.)  534,  the 
Supreme  Court  reversed  a  judgment  that  refused  to  compel  trus- 
tees to  account  for  usurious  interest  received.  It  said: 

"They  cannot  be  allowed  to  aver  that  the  profits  made  on 
the  trust  fund  should  be  put  in  their  own  pockets,  because 
they  were  unlawful  gains,  for  fear  that  the  conscience  of  the 
cestui  que  trust  should  be  defiled  by  participation  in  them. 
To  indulge  trustees  in  such  an  obliquity  of  conscience,  would 
be  holding  out  immunity  for  misconduct  and  an  inducement 
to  speculate  with  the  trust  funds,  and  put  them  in  peril." 
(p.  543) 

In  the  Shreveport  Bank  case,  discussed  at  pp.  36-38,  supra, 
the  new  bank  used  as  tax  deductions  for  state  tax  purposes  certain 
property  belonging  to  the  old  bank.  In  achieving  its  tax  deductions 
the  new  bank  made  false  reports  to  the  state,  that  is  to  say,  it  re- 
ported and  represented  that  the  property  was  its  own.  Its  tax 
savings  thus  rested  on  a  false  statement  of  fact.  Had  the  truth 
been  reported,  the  state  would  not  have  allowed  the  deductions/ 
as  the  district  court  stated  (28  F.  Supp.  927,  933).  Consequently 
on  the  first  appeal  (l44  F.2d  231)  Judge  Waller  dissented  froir 
the  decision  that  the  new  bank  must  account  to  the  old  bank  fo 
the  tax  savings.  His  opinion  expressed  all  the  views  that  permeate 
the  opinion  of  the  court  below  in  the  present  case.  He  said  (pj 
245): 
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"As  a  result  of  the  shrewdness  of  the  new  bank,  plus  the 
stupidity,  or  cupidity,  of  the  taxing  authorities,  the  new 
bank  was  allowed  to  take  a  deduction  in  its  capital  stock  as- 
sessment to  the  same  extent  as  if  it  had  been  the  real  owner 

[         of  the  old  bank's  real  estate.  *  *  * 

'  "All  parties  seem  to  have  proceeded  on  the  theory  that  it 

was  all  right  to  gyp  the  State  of  Louisiana  but  some  think 
it  wrong  to  gyp  the  old  bank." 

[  Yet  on  the  second  appeal  Judge  Waller  wrote  the  opinion  of 
the  entire  court  en  banc  upholding  the  old  bank's  right  to  recover. 
\A  fortiori,  the  plaintiff  should  recover  here.  In  the  Shreveport 
case,  the  tax  deduction  was  based  upon  a  false  statement  of  fact. 
IHere  there  were  no  false  statements  to  the  tax  authorities.  The 
llatter  knew  the  facts,  and  the  court  below  believes  merely  that 
jrhe  legal  conclusions  of  the  tax  authorities  as  to  the  tax  conse- 
jquences  were  erroneous. 

1  In  Reading  v.  The  King,  discussed  at  pages  59-60,  supra, 
|Jie  Crown  was  held  entitled  to  moneys  received  by  an  army 
jjergeant  for  bribes  received  in  assisting  violations  of  the  law  of 
jigypt.  Patently  the  profits  resulted  from  an  illegal  enterprise, 
ind  the  Crown  itself  could  not  have  engaged  in  that  enterprise. 
The  court  held  that  illegality  was  no  bar  to  the  Crown's  rights. 
t  held  that  the  law  did  not  imply  a  promise  "in  advance  of  the 
■vent  by  the  soldier  to  hand  over  any  price  which  he  might  re- 
;eive,  which  would  be  invalid  for  illegality,  but  a  promise  made, 
i-fter  the  price  had  been  received  *  *  *  to  hand  the  amount  of 
he  price  over." 

This  is  in  accord  with  what  Mr.  Justice  Story  said  in  3  Story's 
Equity  Jurisprudence  (l4thEd.)  Sec.  1663,  p.  303: 

"One  of  the  most  common  cases  in  which  a  Court  of 
Equity  acts  upon  the  ground  of  implied  trusts  in  invitum 
is  where  a  party  has  received  money  which  he  cannot  con- 
scientiously withhold  from  another  party.  It  has  been  well 
remarked  that  the  receiving  of  money  which  consistently 
with  conscience  cannot  be  retained  is  in  equity  sufficient  to 
raise  a  trust  in  favor  of  the  party  for  whom  or  on  whose 
account  it  was  received.   This  is  the  governing  principle  in 
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all  such  cases.  And  therefore  whenever  any  interest  arises, 
the  true  question  is,  not  whether  money  has  been  received  by 
a  party  of  which  he  could  not  have  compelled  the  payment, 
but  whether  he  can  now,  with  a  safe  conscience,  ex  aequo 
et  bono  retain  it."  ^ 

Here,    the   question   is   not   whether   defendant  could   properly! 
achieve  the  tax  savings.  It  has  achieved  them,  and  the  question 
is  whether  it  may  now  retain  them  vis-a-vis  the  plaintiff. 

In  Daniel  v.  Daniel,  198  Pac.  728  (Wash),  the  owner  of  an 
undivided  interest  in  property  sued  for  an  accounting  of  profits. 
Defendant  resisted  on  the  ground  that  most  of  the  profits  came 
from  leasing  the  premises  for  purposes  of  prostitution.  The 
court  noted  a  division  in  the  authorities  as  to  the  right  to  enforce 
a  sharing  of  profits  from  an  illegal  enterprise,  as  between  the 
participants,  but  said  that  the  factual  situation  was  different. 

"We  cannot,  however,  concede  that  the  present  case  falls! 
within  the  rule  sought  to  be  invoked.  The  respondent  was 
in  this  instance  in  no  sense  a  party  or  privy  to  the  illegal 
transaction  through  which  the  profits  she  seeks  to  recover 
were  gained.  At  the  time  they  were  gained  the  appellant 
was  holding  and  managing  the  property  as  his  own,  without 
recognition  of  any  right  therein  in  the  respondent,  and  it  was 
wholly  because  of  his  individual  act  that  the  property  was 
put  to  an  immoral  use.  To  require  him  to  account  for  the 
profits  gained  is  not,  therefore,  to  enforce  an  illegal  trans- 
action to  which  the  respondent  was  at  one  time  a  party;  it 
is  but  to  require  him  to  account  for  money  acquired  byl 
the  wrongful  use  of  her  property.  To  refuse  to  require  thel 
accounting  would  be  to  punish  the  innocent,  rather  than 
the  guilty  party,  and  this  is  not  the  purpose  of  the  rule 
relied  upon.  Its  purpose  is  to  discourage  illegal  transactions 
and,  when  this  purpose  is  better  subserved  by  recognizing 
and  enforcing  the  transaction  than  it  is  by  ignoring  it 
courts  have  never  hesitated  so  to  do."  (p.  730) 

And  see  Mc Blair  v.  Gibbes,  17  How.  (U.S.)  232.24 


2^See  also,  in  Memphis  &  Arkansas  City  Packet  Co.  v.  Agneiv,  \T 
S.W.   949    (Tenn.).  There  the  defendant  was  the  captain  of  plaintiff' 
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In  denying  the  plaintiff  recovery  because  it  felt  that  the  taxes 
should  have  been  paid  to  the  government,  the  court  here  was 
simply  applying  its  own  personal  notion  of  public  policy.  As 
said  in  Stephens  v.  Southern  Pacific  Co.,  109  Cal.  86,  89  "*  *  * 
public  policy  is  an  unruly  horse,  astride  of  which  you  are  carried 
into  unknown  and  uncertain  paths  *  *  *".  And  other  courts  have 
said  that  a  judge  does  not  have  "any  jurisdiction  to  bring  into 
the  discussion  his  own  views  of  what  he  may  consider  an  ex- 
pedient thing  in  his  own  peculiar  view  of  public  policy."-'' 

And  in  another  context  Mr.  Justice  Holmes  in  Southern  Pacific 
Co.  V.  Jensen,  244  U.S.  205  at  220,  commented  that  "there  is  no 
gratuity"  about  granting  relief  by  a  court  of  equity.  "If  the  claim 
is  enforced  or  recognized  it  is  because  the  claim  is  a  right  *  *  *" 
j  We  submit  that  the  trial  court's  sense  of  outrage  that  the  tax 
'authorities  permitted  the  tax  deductions  was  a  false  element  in 
^his  case. 

JThe  District  Court  Did  Not  Apply  Its  Own  Theory  Consistently. 

'    The   District   Court's   theory   was   that   it   should   "leave   the 

parties  where  they  are"  (276).    But  its  decision  fails  to  do  even 

!:hat. 

I   As  we  have  seen  (p.  24,  supra),  in  August  1947  a  stipulation 

of  the  parties  and  a  pre-trial  order  of  the  court  provided  that  for 

[hip.  Over  a  period  of  years  he  purchased  and  sold  cotton  seed  and  other 
•roducts  at  various  landings  without  plaintiff's  knowledge  by  using  its 
hame,  money,  credit  and  employees.  In  a  suit  by  plaintiff  for  an  accounting 
\i  profits,  defendant  set  up  the  defenses  that  the  plaintiff  was  not  c]uali- 
jted  to  do  business  in  Tennessee  and  was  doing  business  in  violation  of  the 
jiw,  and  that  the  transactions  would  have  been  ultra  vires  the  plaintiff's 
lorporate  powers.  In  granting  relief  to  the  plantiff  the  court  said  that  no 
lases  could  be  found  to  justify  denying  relief,  and  "it  would  be  a  reproach 
p  the  law  if  they  could."  It  further  said: 

"There  is  more  than  one  phase  to  sound  public  policy.  One  of 
these  that  ought  to  be  paramount  is  that  courts  should  close  their 
ears  when  dishonest  men  attempt  to  rest  on  rules  of  law  in  an  effort 
to  shield  them  from  the  consequences  of  their  misdeeds."  (p.  951.) 

-•'Quoted  in  In  re  Rahn's  Estate,  291  S.W.  120,  124  (Mo.)  which  re- 
ersed  a  lower  court  and  contains  a  comprehensive  review  of  the  subject  of 
ublic  policy. 
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the  purposes  of  this  case  $3,385,290  should  be  deemed  to  have 
been  paid  by  the  Treasury  to  plaintiff,  as  a  partial  refund  of  1942 
taxes,  and  placed  in  the  custody  of  the  court  to  await  judgment. 

On  the  District  Court's  theory,  the  decree  should  have  beeni 
framed  so  as  to  give  effect  to  the  mandate  of  this  pre-trial  order) 
that  plaintiff  have  possession  of  the  $3,385,290.^^ 

There  is,  moreover,  an  estoppel.    Although  the  court  below,] 
finally  denied  relief  to  plaintiff  on  the  view  that  the  tax  settle-': 
ment  was  "phony",  it  knew  of  that  settlement,  reviewed  it,  and' 
made  its  pre-trial  order  about  it,  all  before  it  was  final  and 
binding.    Under  the  settlement  the  claim  for  refund  was  not; 
withdrawn;  it  was  merely  rejected  by  the  Treasury  on  August: 
26,  1947.   Either  the  Treasury  or  the  taxpayer  could  have  ignored^ 
the  settlement,  the  Treasury  by  imposing  a  deficiency  assessment, 
the  plaintiff  by  suing  for  a  refund.    (Bo f any  Worsted  Mills  v. 
United  States,  278  U.S.  282)    The  statute  of  limitations  did  not 
run  against  a  suit  by  plaintiff  until  two  years  after  rejection  of 
the  claim  (I.R.C.,  Sec.  3772,  subd.  2).   That  was  just  eleven  days 
before  the  court  below  rendered  its  opinion.    Had  plaintiff  not 
been  lulled  by  the  stipulation  and  the  pre-trial  order,  it  could 
have  prevented  the  running  of  the  statute. 

B.     PLAINTIFF   IS   NOT   SEEKING   TO   GO   BEHIND  THE   REORGANIZATION 
PLAN. 

The  second  ground  of  the  trial  court's  decision  was  its  belief 
that  plaintiff  was  not  really  seeking  to  share  in  the  tax  savings 
but  v/as  "circuitously"  trying  to  obtain  "something  in  the  nature 
of  equity  or  value"  for  its  former  ownership  of  the  defendant ' 
and  that  a  judgment  for  plaintiff  would  in  effect  go  behind  the 
reorganization  plan  and  thereby  "modify  the  administrative  anc 
judicial  judgments  in  the  reorganization  proceeding"  and  be  in 
consistent  with   the   "philosophy  underlying  Section   77  of  th( 


-•'After  the  District  Court  announced  its  decision,  this  aspect  of  thi 
case  was  called  to  its  attention  by  proposed  findings  of  fact  and  conclusion 
of  law  (277-278)  and  by  argument  on  the  settlement  of  findings  (439: 
et  seq. ) . 
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Bankruptcy  Act"  which  was  designed  for  "resuscitating"  "sick 
and  ailing  railroads"  (272-273). 
I     This  reasoning,  we  submit,  simply  has  no  substance. 
i     Plaintiff's  claim  is  not  remotely  in  derogation  of  the  plan  of 
[reorganization.   And  in  asking  that  the  benefit  of  the  tax  savings 
Ibe  adjudged  to  belong  to  it,  plaintiff  does  not  at  all  seek  to 
lundo  the  plan  but  accepts  its  consequences  in  full.   The  full  and 
'utmost  consummation  of  the  plan  is  not  the  end,  but  only  the 
threshhold,  of  this  case. 

The  tax  savings  arose  after  the  plan  was  fully  consummated. 
And  it  was  the  fulfilhnent  of  the  plan — the  very  fact  of  its  full 

tnd  complete  consummation — that  created  the  factual  situation 
^hich  made  the  later  tax  savings  possible.  The  plan  was  drastic. 
[(t  wiped  out  the  entire  stock  ownership  of  the  old  stockholder. 
pf  this  deprivation  no  complaint  is  made  in  the  present  suit  and 
bo  relief  against  it  is  here  sought.  But  the  consummation  of  the 
l^lan,  having  stripped  the  plaintiff  of  that  ownership,  left  plain- 
tiff with  something  in  its  place — a  huge  loss  and  a  right  to  utilize 
It  for  tax  purposes. 

I  It  was  then  that  defendant  went  beyond  the  plan  and  seized 
ivhat  plaintiff  had  left — its  loss  and  right — to  fatten  its  surplus 
\}y  an  additional  $17,000,000. 

'  It  was  no  part  of  the  plan  that  this  be  done.  Not  only  were 
he  claim  for  refund  and  the  1944  returns  filed  after  the  defendant 
^as  out  of  reorganization,  but  the  plan  could  not  have  com- 
manded any  such  consequence  even  had  it  purported  to  do  so. 
I  See  discussion  at  p.  52,  supra,  and  Callaway  v.  Benton,  336 
il.S.  132.) 

The  tax  savings  here  involved  had  no  bearing  on  the  type  of 
jsorganization.  They  were  unexpected — in  the  words  of  defend- 
Int's  counsel  below,  "fortuitous."  Indeed,  the  amendment  to  the 
[wevenue  Act  which  for  the  first  time  permitted  the  use  of  the 
jrock  loss  to  offset  ordinary  income  and  thus  made  possible  the 
iving  here  was  not  enacted  until  October  1942  (Revenue  Act  of 
.(942,  Sec.  123(a)). 


ll 
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The  plan  fully  contemplated  that  the  reorganized  defendant 
company  should  pay  its  income  taxes.  It  explicitly  stated  (233 
I.C.C.  at  455)  that 

"Notwithstanding  any  other  provisions  of  this  modified 
order,  the  reorganized  company  shall  assume  the  liability; 
for,  and  shall  pay  in  full  in  due  course,  any  and  all  taxes  due 
to  the  United  States  from  the  debtor  or  the  debtor's  trustees 
for  any  taxable  period  prior  to  the  date  of  the  confirmation 
of  the  plan  *  *  *" 

The  "revesting  order"  of  November  27,  1944  (see  p.  26, 
supra),  by  which  the  properties  were  restored  to  defendant  and 
freed  of  bankruptcy  administration,  provided  in  paragraph  9 
that  defendant  must 

"assume  liability  for,  and  pay  in  due  course,  any  and  all 
taxes  lawfully  due  to  the  United  States  from  the  debtor  or 
the  debtor's  Trustees  for  any  taxable  period  prior  to  January 
1^  1945  *  *  *  "  (3(5at49.) 

In  consideration  of  the  transfer  to  it  by  the  trustees  of  all  assetsf 
in  their  hands,  the  defendant  executed  an  "Agreement  of  Assump- 
tion" on  December  14,  1944,  effective  December  29,  1944,  in 
the  form  authorized  by  the  revesting  order  (1711  P  15).  Thereby 
defendant  specifically  agreed  to 

"assume  the  liability  for,  and  pay  in  due  course,  any  and  all" 
taxes  lawfully  due  to  the  United  States  from  the  debtor  or 
the  debtor's  Trustees  for  any  taxable  period  prior  to  January 
1,  1945  *  *  *."  (1716) 

The  defendant  thus  assumed  the  liability  to  pay  the  federal  . 
taxes.  And  it  proceeded  to  make  provision  to  do  so.  It  did  pay 
the  taxes  for  1942,  it  made  monthly  accruals  to  pay  them  for  1943 
and  1944,  and  it  set  aside  reserves  of  $10,100,000  for  that  purpose 
(see  p.  27,  supra).  As  late  as  August  1944,  the  trustees  re- 
ported to  the  bankruptcy  court  that,  after  the  deduction  of  the 
$7,100,000  reserve  fund  for  1943  taxes,  the  1943  earnings  were 
so  large  as  to  leave  nearly  $9,000,000  available  for  dividends  on 
the  common  stock,  in  addition  to  over  $11,500,000  required  to 
carry  out  the  provisions  of  the  plan  (2179  at  2188  D23  A). 
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I  This  tax  liability,  which  it  was  bound  by  the  plan  to  pay  and 
for  which  it  had  made  cash  provision,  it  later  discharged, — not 
with  the  cash  which  it  had  set  aside  and  which  it  still  had  avail- 
able for  the  purpose  and  which  it  yet  has  but  by  the  use  of  plain- 
j  tiff's  tax  credits,  which  the  Treasury  accepted  in  August  1947. 

We  do  not  contend  that  the  provisions  of  the  Plan  and  Re- 
jvesting  Order  quoted  above,  by  which  defendant  was  required 
to  pay  federal  taxes,  created  the  duty  to  pay  anything  to  plain- 
itiff.  We  refer  to  these  provisions  for  a  different  reason:  As  they 
(show,  the  Plan  contemplated  that  defendant  should  pay  its  taxes 
land  did  not  contemplate  that  it  should  retain  the  moneys  re- 
jquired  to  discharge  its  tax  liabilities.  Those  moneys  would  have 
been  paid  into  the  United  States  Treasury  were  it  not  for  the 
subsequent  appropriation  by  the  trustees  and  the  defendant  of 
riie  plaintiff's  credits — a  result  not  even  faintly  imagined  by  the 
luthors  of  the  Plan  or  by  the  court  which  approved  it. 

Plaintiff's  rights  are  based  on  principles  of  equity  and  quasi- 
fontract,  which  became  operative  by  reason  of  that  subsequent 
lippropriation  and  use.  The  trustees,  being  officers  of  a  court, 
|vere  particularly  bound  by  those  principles,  for  courts  compel 
iheir  officers  to  account,  under  principles  of  unjust  enrichment, 
[or  benefits  received  even  in  circumstances  where  a  less  stringent 
itandard  of  accountability  might  be  applicable  to  the  acts  of 
brivate  parties.  Glenn  on  Liquidation,  p.  833;  Carpenter  v.  South- 
\;orth,  165  Fed.  428;  Gilligv.  Grant,  49  N.Y.S.  78,  81;  Standard 
yil  Co.  V.  Hawkins,  74  Fed.  395,  cited  in  /;/  re  Berry,  \4l  Fed. 
08,211  (2  Cir.). 

The  purpose  of  any  bankruptcy  proceeding  is  to  discharge  or 
cale  down  debts  existing  on  and  prior  to  the  onset  of  the  bank- 
uptcy,  not  to  discharge  obligations  arising  during  the  bankruptcy 
rom  the  operations  of  the  court's  officers.  The  full  satisfaction 
f  obligations  arising  from  their  acts  is  always  protected.  Here 
le  onset  of  the  bankruptcy  was  1935,  and  the  effective  date  of 
le  plan  of  reorganization  was  January  1,  1939  (233  I.C.C.  412). 
he  plan  required,  in  paragraph  Q,  that 
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"current  liabilities  and  obligations  incurred  by  the  trustees 
of  the  properties  of  the  debtor  during  the  reorganization 
proceedings  *  *  *  shall  be  paid  in  cash  or  assumed  by  the 
reorganized  company  *  *  *."  (233  I.C.C.  at  452) 

The  defendant  did  assume  the  obligations  arising  from  the 
trustees'  conduct  of  the  business.  In  addition  to  assuming  the 
liability  to  pay  taxes,  as  noted  at  page  90  above,  it  agreed  by 
paragraph  2  of  the  Assumption  Agreement  to 

"assume  any  and  all  outstanding  current  liabilities  and 
obligations  incurred  by  said  Trustees  and  *  *  *  generally; 
any  and  all  liabilities  and  obligations  with  respect  to  claims ; 
of  any  character  whether  heretofore  or  hereafter  asserted 
arising  out  of  the  possession,  use  or  operation  of  the  debtor's 
properties  by  said  Trustees,  or  their  conduct  of  the  debtor's 
business,  including  liabilities  and  obligations  hereafter 
arising  up  to  midnight  December  31,  1944."  (1713) 

Here  the  plan  of  reorganization  had  been  prepared,  approved 
by  the  court  and  affirmed  by  the  Supreme  Court,  before  the  notion 
of  saving  taxes  by  use  of  plaintiff's  loss  was  ever  conceived. 
Although  the  notion  was  conceived  later  in  1943,  it  remained  a 
"mere  speculation  of  a  possibility"  by  tax  counsel  until  January 
1944,  when  defendant  first  decided  to  make  use  of  plaintiff's 
loss  (see  p.  17,  supra).  In  the  meanwhile  the  plan  was  ap- 
proved by  the  creditors  and  confirmed  by  the  bankruptcy  court, 
in  October  1943,  and  thus  had  already  become  effective  to  fix  the 
rights  and  legitimate  expectations  of  the  defendant,  its  creditors 
and  security  holders. 

Defendant  emerged  from  the  reorganization  with  the  just 
obligation  to  pay  its  taxes  and  with  more  than  ample  funds  to 
do  so  over  and  above  any  assets  needed  for  the  purposes  of  the 
plan.  Enjoying  all  the  benefits  of  the  drastic  features  of  the  plan, 
the  defendant  Company,  its  new  stockholders,  and  those  investing 
in  its  securities,  as  well  as  the  court,  all  expected  it  to  pay  its  taxes. 
The  statements  issued  by  defendant  to  the  public  disclosed  the 
contingent   tax   liability   and   the   existence   of   $10,100,000   of 
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reserves  in  government  bonds  set  aside  to  meet  it.   No  one  sup- 
posed— no  one  would  have  had  a  right  to  suppose — that  the 
defendant   u'ould    escape   this   iiabiUty   by   appropriating   what 
belonged  to  another. 

i  If  plaintiff  is  denied  recovery  in  this  case,  the  nevv^  owners  of 
jdefendant  will  not  only  have  taken  ownership  of  the  company 
from  plaintiff  (as  the  plan  contemplated),  thereby  inflicting  a 
|$75,000,000  loss,  but  they  will  also  have  taken  from  plaintiff, 
low  an  economic  stranger  already  impoverished  for  defendant's 
Denefit,  plaintiff's  tax  credits  resulting  from  that  loss  to  enrich 
lieir  position  by  an  additional  $17,000,000,  something  never 
ontemplated  by  the  plan. 

The  trial  court  argues  that,  since  a  judgment  would  be  paid  out 
|)f  earnings,-'  plaintiff  is  seeking  to  share  in  defendant's  earnings 
[273)  and  that  the  Supreme  Court's  affirmance  of  the  reorgani- 
sation plan  denied  to  plaintiff  that  right  by  divesting  it  of  stock 
!)wnership. 

I  Suppose  that  defendant  had  discharged  its  tax  liabilities  with 
lash  taken  from  plaintiff.  Or  suppose  that  the  rolling  stock 
jised  by  defendant  Operating  Company  had  been  owned  by  plain- 
[iflF  and  leased  to  defendant,  and  defendant  seized  it  outright.  A 
lilan  of  reorganization  holding,  as  this  plan  did,  that  plaintiff's 
tock  ownership  was  worthless  would  cut  off  plaintiff's  right  as 

stockholder,  but  it  would  not  transfer  to  defendant  the  rolling 
tock,  and  it  could  not  if  it  would  [Callaway  v.  Benton,  336  U.S. 
132;  Benton  v.  Callaivay,  165  F.2d  877,  882.^8)  j£^  ^hg^,  the  de- 
lendant  took  the  rolling  stock,  would  it  be  exonerated  from  duty 
p  pay  for  it.'*  Forsooth,  it  could  be  said  that  if  the  defendant  re- 
laid  the  cash  taken  to  pay  its  taxes  or  if  it  paid  for  the  rolling 
ock,  it  would  do  so  out  of  its  "earnings."  An  argument  that,  if 


-'Apparently  the  court  had  in  mind  that  the  reserves  were  set  aside  from 

irnings. 

-"^"A  solvent  corporation,  which  has  appeared  specially  as  creditor  and 
ssor  in  a  reorganization  proceeding,  cannot  be  constitutionally  compelled 
.gainst  its  will  to  convey  to  the  debtor  a  larger  and  better  title  than  was 
[ranted  in  the  lease." 
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plaintiff  received  a  judgment  for  its  cash  or  for  the  value  of  its 
rolling  stock,  it  would  be  "circuitously"  sharing  in  the  earnings 
despite  denial  of  that  right  by  the  Supreme  Court  would  be  a  mere 
play  on  words.  So  it  is  here. 

Nor  can  defendant's  appropriation  of  plaintiff's  rights  be 
justified  by  the  "philosophy"  of  Section  77  of  the  Bankruptcy; 
Act,  or  by  the  view,  as  suggested  in  the  trial  court's  opinion,  that 
the  purpose  of  the  plan  of  reorganization  to  resuscitate  the  rail-] 
road  will  somehow  be  impaired  by  a  judgment  for  plaintiff.  That| 
suggestion  lacks  justification  in  law  as  well  as  substance  in  facti 
It  could  be  said,  in  the  example  given  above,  that  the  rolling  stockt 
was  necessary  to  resuscitate  defendant.  Yet  it  would  not  for  that; 
reason  be  exonerated  from  the  duty  to  pay  for  it.  With  equal 
justice  and  reason  defendant  could  forfeit  the  interests  of  the; 
banks  that  now  own  title  to  the  new  Zephyr  trains.  This  too,  by 
relieving  defendant  of  the  duty  to  pay  its  just  obligations,  would 
no  doubt  better  assure  its  stability  and  success.  It  would  also  be 
unjust.  But  it  would  be  no  more  unjust  than  denial  of  relief  to 
plaintiff  here. 

The  plan  did  not  contemplate  that  the  reorganized  defendants 
would  emerge  from  bankruptcy  with  any  surplus  at  all.  But  due 
to  huge  wartime  profits  it  emerged  with  an  unappropriated  earned 
surplus  of  nearly  $30,000,000  (see  p.  28,  supra).  The  capital 
structure  fixed  by  the  plan  was  devised  by  the  Interstate  Commerce 
Commission  so  that  the  reorganized  Company  would  be  able  tc 
pay  a  dividend  of  $3.00  per  share  per  annum  out  of  the  income  i\ 
could  reasonably  expect  to  earn.  But  in  1943  the  company  earned 
enough  to  pay  $27.99  per  share  of  common  stock,  after  settin^^ 
aside  the  $7,100,000  tax  reserve,  or  $50.24  before  setting  aside 
the  reserve,  and  in  1942  it  earned  $20.28  per  share.  (2179  a 
2189,  2190  D  23  A,  par.  llf  and  12) 

During  the  trusteeship  $30,000,000  of  operating  revenues  wer( 
used  for  additions  and  betterments,  and  another  $6,000,000  ol 
operating  revenues  were  used  to  replace  old  equipment  (see  p 
28,  supra).  After  all  this,  the  remaining  income  from  th( 
effective  date  of  this  plan  until  December  31,  1943  was  suflicieni 
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to  meet  all  bond  interest  and  to  make  all  payments  into  the  capital 
fund   and   sinking   fund   required   by   the  plan,   and   still   leave 
$20,658,938  (see  p.  28,  supra). 

A  judgment  for  plaintiff,  which  equity  requires,  will  take  from 
defendant  nothing  that  it  would  have  had  if  it  had  filed  separate 
income  tax  returns  and  paid  its  taxes  in  cash,  as  the  court  below 
believes  it  should  have  done. 

The  real  "paradox"  in  this  case  is  the  astounding  fact  that  the 
capital  stock  of  a  subsidiary,  decreed  to  have  become  and  to  be 
worthless  in  1943,  actually  earned  in  the  period  January  1,  1942 
to  April  30,  1944,  net  income  taxable  on  a  separate  basis  in  an 
amount  in  excess  of  $21,000,000. 

This  Court  could  not  agree  that  the  stock  was  worthless  [In 
^e  Western  Pac.  R.  Co.,  124  F.2d  136  (9  Cir.)).  It  was  over- 
mled  by  the  Supreme  Court.  But  that  fact,  while  rendering  un- 
tassailable  the  judicial  divestiture  of  plaintiff's  ownership  of  de- 
fendant, does  not  render  the  defendant  immune  from  the  duty 
1:0  account  for  the  value  of  other  rights  of  the  plaintiff  which  it 
lieized  after  the  consummation  of  the  plan  of  reorganization — 
jrights  which  were  not  in  existence  until  after  the  plan  was  con- 
summated— to  the  further  enrichment  of  defendant  and  its  new 
kwners  in  the  sum  of  $17,000,000. 
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CONCLUSION 

It  is  submitted  that  the  judgment  should  be  reversed.  And 
since  all  the  facts  are  before  the  Court,  it  is  further  submitted  that 
the  District  Court  be  directed  to  enter  judgment  for  plaintiff  for 
the  sum  of  $17,201,739,  to  be  paid  to  appellant  Alexis  I.  duP. 
Bayard,  Receiver,  for  ultimate  distribution  to  the  stockholders  of 
plaintiff  Corporation. 

Dated:  San  Francisco,  September  13,  1950. 

Respectfully  submitted, 

Herman  Phleger, 
Maurice  E.  Harrison, 
Moses  Lasky, 
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A.  Perry  Osborn, 

20  Exchange  Place,  New  York  5,  N.  Y., 
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(Appendices  follow) 


APPENDIX  ONE 

In  the  Report  of  the  Senate  Finance  Committee  (70th  Congress, 
1st  Session,  Senate  Report  960) ,  quoted  in  /.  D.  &  A.  B.  Spreckels 
Co.  V.  Commissioner,  41  B.T.A.  370,  the  following  appears  (p. 

8): 

"*  *  *  The  permission  to  file  consolidated  returns  by  af- 
filiated corporations  merely  recognizes  the  business  entity 
as  distinguished  from  the  legal  corporate  entity  of  the  busi- 
ness enterprise.  Unless  the  affiliated  group  as  a  whole  in  the 
conduct  of  its  business  enterprise  shows  net  profits,  the  in- 
dividuals conducting  the  business  have  realized  no  gain.  The 
failure  to  recognize  the  entire  business  enterprise  means 
drawing  technical  legal  distinctions,  as  contrasted  with  the 
recognition  of  actual  facts.  The  mere  fact  that  by  legal  fic- 
tion several  corporations  owned  by  the  same  stockholders 
are  separate  entities  should  not  obscure  the  fact  that  they 
are  in  reality  one  and  the  same  business  owned  by  the  same 
individuals  and  operated  as  a  unit.  To  refuse  to  recognize 
this  situation  and  to  require  for  tax  purposes  the  breaking 
up  of  a  single  business  into  its  constituent  parts  is  just  as 
unreasonable  as  to  require  a  single  corporation  to  report 
separately  for  tax  purposes  the  gains  from  its  sales  depart- 
ment, from  its  manufacturing  activities,  from  its  investments, 
and  from  each  and  every  one  of  its  agencies.  It  would  be  just 
as  unreasonable  to  demand  that  an  individual  engaged  in 
two  or  more  businesses  treat  each  business  separately  for  tax 
purposes."  (374) 

Vol.  69,  Congressional  Record,  p.  653,  contains  the  following 
liscussion : 

"Mr.  Tilson.  *  *  *  Let  us  remember  that  the  provisions 
of  the  bill  are  applicable  only  where  corporations  are,  in 
effect,  but  one  corporation,  95  per  cent  ownership  being 
required.  In  most  cases  there  is  an  ownership  of  100  per 
cent.  The  interests  are  the  same. 

"The  ability  to  pay  must  be  governed  by  the  net  income 
of  the  entire  group.  Computing  the  income  of  each  separate 
corporation  is  but  the  basing  of  an  income  tax  upon  paper 
profits.  Our  income  tax  law  should  be  based  as  nearly  as 
possible  upon  income  actually  realized. 


Appendix 

"Group  organization  of  corporations,  all  owned  ultimately 
by  the  same  stockholders,  has  been  developed  by  modern 
business  for  perfectly  legitimate  reasons,  among  them  being 
separate  accounting  for  the  various  parts  of  an  enterprise 
and  the  desirability,  and  frequently  the  necessity,  of  creating 
an  independent  corporation  for  the  purpose  of  carrying  on 
a  particular  part  of  the  business,  both  at  home  and  abroad. 
The  mere  fact  that  by  a  legal  fiction  these  are  separate  en- 
tities should  not  obscure  the  fact  that  they  are  in  reality  onej 
and  the  same  business,  owned  by  the  same  individuals,  and 
run  as  a  unit.  To  refuse  to  recognize  this  fact  and  to  compell 
for  tax  purposes  the  breaking  up  of  a  single  business  into! 
its  constituent  parts  is  just  as  unreasonable  as  to  require  a 
single  corporation  to  report  for  tax  purposes  the  net  result 
of  its  sales  department,  the  net  profit  or  loss  on  its  manu- 
facturing activities,  the  net  profit  or  loss  on  its  investments, 
or  the  net  profit  or  loss  on  each  and  every  one  of  its  agencies. 
Such  a  requirement  would  be  so  absurd  as  to  appear  on  its 
face  ridiculous,  and  it  is  only  necessary  to  state  the  case  of 
a  single  corporation  to  demonstrate  its  absurdity.  It  is  no 
more  absurd,  however,  when  applied  to  the  different  depart- 
ments of  a  single  corporation  than  it  is  when  applied  to  the 
subsidiary  corporation  of  a  single  unit.  For  instance,  if  a 
single  corporation  has  a  manufacturing  department  and  a 
sales  department,  and  we  regard  it  as  absurd  to  separate 
them  for  tax-accounting  purposes,  it  is  equally  absurd  when 
dealing  with  two  subsidiary  corporations,  one  of  v\^hich  does 
the  manufacturing  and  the  other  one  of  which  does  the 
selling,  to  claim  that  theoretically  they  are  two  separate 
entities,  when  as  a  matter  of  fact,  they  are  both  engaged  ir 
a  common,  inseparable  enterprise." 
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aforesaid,  including  specifically  three  suits  in  which  the  Cor- 
poration is  beneficially  interested,  now  pending  in  the  Courts 
of  the  United  States  as  follows : 

(1)  A  case  in  the  District  Court  of  the  United  States  for 
the  Northern  District  of  California,  Southern  Division, 
herein  referred  to  as  the  Accounting  Action  for  an  inter- 
party  equitable  accounting  respecting  federal  tax  savings 
of  approximately  $17,500,000  resulting  from  the  use  of  tax 
credits  belonging  to  the  Corporation  in  consolidated  income 
and  excess  profits  tax  returns  for  the  period  January  1, 
1942  to  April  30,  1944,  alleged  to  be  wrongfully  withheld 
from  the  Corporation  by  the  Western  Pacific  Eailroad 
Company,  a  corporation  of  the  State  of  California. 

(2)  A  case  in  the  same  Court  to  enforce  payment  of  an 
indebtedness  alleged  to  be  due  from  Sacramento  Northern 
Eailway,  a  wholly-owned  subsidiary  of  said  Western 
Pacific  Railroad  Company. 

(3)  A  case  in  the  United  States  District  Court  for  the 
Southern  District  of  New  York  in  which  the  Corporation 
has  filed  a  third  party  complaint  under  Rule  14  of  the  Rules 
of  Civil  Procedure  asking  rescission  of  a  certain  trans- 
action alleged  to  have  been  induced  by  fraud  of  the  James 
Foundation  of  New  York,  Inc.,  one  of  the  parties  to  said 
cause. 

In  addition  to  these  three  proceedings  in  which  the  Cor- 
poration is  directly  interested,  it  is  indirectly  interested  in 
an  Informer's  Action  commenced  in  the  United  States  Dis- 
trict Court  for  the  Northern  District  of  California,  Southern 
Division,  on  February  24,  1950,  in  the  name  of  the  United 
States  by  S.  Roberts  under  31  U.  S.  C.  A.  Section  231  to  235 
to  recover — one-half  for  the  United  States  and  one-half  for 
himself — double  the  amount  of  the  tax  savings  involved  in 
the  equitable  Accounting  Action  first  above  mentioned. 
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Your  Receiver  has  given  precedence  to  the  equitable 
Accounting-  Action,  and  is  a  party  of  record  therein.  He 
has  appealed  from  the  judgment  of  the  District  Court  in 
the  Accounting  Action  but  has  taken  no  steps  in  respect  to 
either  of  the  two  last  mentioned  suits  in  which  the  Corpora- 
tion is  directly  interested.  The  Receiver  is  advised,  how- 
ever, that  both  suits  as  concerns  the  right  of  the  Corporation 
to  money  judgments  are  meritorious. 

2.  Your  Receiver  reports  that  payment  of  claims  of 
creditors  and  a  return  of  any  capital  to  stockholders  of  the 
Corporation  is  contingent  on  the  successful  prosecution  of 
one  or  more  of  the  several  causes  of  action  outlined  above 
and  in  the  absence  of  other  than  nominal  cash  assets,  your 
iReceiver,  with  the  approval  of  this  Court,  has  not  complied 
.with  paragraphs  (1),  (2)  and  (3)  of  Rule  151  of  the  Court  of 
[Chancery,  and  has  not  filed  an  inventory  of  the  receivership 
iestate  together  with  an  appraisal  thereof,  a  list  of  the  debt- 
jors  and  creditors  of  the  Corporation  or  a  list  of  the  stock- 
jholders  of  said  Corporation.  It  is  proposed  by  your  Re- 
ceiver to  seek  the  approval  of  this  Honorable  Court  to  ex- 
Itensions  of  time  as  to  full  compliance  with  Rule  151  of  the 
Court  of  Chancery  until  recovery  has  been  gained  in  one 
|af  the  pending  suits  and  a  fund  thereby  created  for  payment 
3f  creditors  and  distribution  to  stockholders. 

3.  Your  Receiver  reports  that  the  Corporation  has  ap- 
proximately 4,600  stockholders.  Preferred  and  Common, 
iving  thi-oughout  the  United  States,  of  which  more  than 
.000  reside  in  the  State  of  California  whose  original  invest- 
nent  appeared  on  the  books  of  the  Corporation  in  the  sum 
►f  $125,000,000,  of  which  $75,000,000  was  invested  in  voting 
itock  of  the  Western  Pacific  Railroad  Company.  It  was 
i»rganized  originally  to  acquire  the  stock  of  Western  Pa- 
;ific  Railroad  Company  and  voting  stock  in  the  Denver  & 
llio  Grande  Western  Railroad  Company.    A  half  interest 


sions  in  the  law  also  eliminated  the  tax  paid  in  1942,  for 
which  a  refund  claim  was  filed  March  9,  1945,  as  well  as 
the  tax  for  the  first  three  months  of  1944,  for  which  returns 
were  filed  June  15,  1945. 

There  was  always  a  substantial  question  whether  con- 
solidated returns  were  admissible  for  the  period  subsequent 
to  October  11,  1943,  when  economic  unity  between  the  Cor- 
poration and  its  subsidiary.  The  Western  Pacific  Railroad 
Company  had  ceased:  a  question  serious  enough  to  justify 
the  settlement  under  which  the  Government  retained,  and 
the  Corporation  relinquished  its  refund  claim  for,  the 
$4,144,828  paid  for  1942.  The  entire  consolidated  group 
being  relieved  of  all  tax  liability  by  reason  of  the  use  of 
the  Corporation's  deductible  loss,  the  reorganized  Railroad 
Company,  the  principal  defendant  in  the  Accounting  Action, 
was  left  in  possession  of  $17,201,739  as  the  amount  saved  by, 
resorting  to  consolidated  returns  instead  of  separate  re- 
turns and  under  the  finding  of  Judge  Goodman  this  is  the : 
fund  involved  in  the  Accounting  Action. 

The  question  whether  this  fund  belongs  in  equity  and 
good  conscience  to  the  Corporation  or  to  the  defendant 
Railroad  Company  is  made  neither  more  nor  less  difficult 
of  true  solution  by  the  fact  that  the  amount  is  greater  thanf 
the  amounts  with  which  Courts  are  ordinarily  called  upon 
to  deal;  it  is  in  fact  appreciably  less  than  the  face  of  the 
judgment  with  which  this  Court  is  familiar,  $22,104,515.92 
rendered  by  District  Judge  Welsh  in  Overfield  v.  Pennroad 
Corporation,  and  not  greatly  in  excess  of  the  amount, 
$15,000,000  finally  paid  in  the  litigated  settlement  of  that 
case  approved  by  this  Chancery  Court  and  on  appeal  byj 
the  Supreme  Court  of  Delaware  in  Perrine,  et  al.  v.  Penn- 
road Corporation,  et  al.,  47  Atl.  2nd,  479. 

To  determine  judicially  the  validity  of  one  and  the? 
invalidity  of  the  other  of  the  conflicting  claims  to  the  fund 


asserted  by  the  Corporation  and  by  its  subsidiary,  the 
Western  Pacific  Railroad  Company,  requires  knowledge  of 
the  history  of,  and  an  understanding  of  the  reasons  for,  the 
provisions  of  the  Internal  Revenue  Code  authorizing  con- 
solidated returns. 

Consolidated  returns  were  first  introduced  into  the 
federal  Income  Tax  Law  by  the  Commissioner  of  Internal 
Revenue  by  a  Regulation  under  the  Revenue  Act  of  1917. 
This  Regulation  was  broadened  and  given  express  sanction 
by  Section  240  of  the  Revenue  Act  of  1918  being  then  made 
mandatorily  applicable  both  to  income  tax  returns  and  to 
excess  profits  tax  returns ;  and  this  continued  to  be  the  law 
until  1921  when  the  filing  of  consolidated  returns  was  left 
optional.  There  was,  however,  a  gradual  transition  from 
the  original  concept  of  a  duty  to  file  consolidated  returns 
resting  upon  the  taxpayer  to  the  ultimate  notion  now  pre- 
vailing that  the  filing  of  federal  tax  returns  on  a  consoli- 
dated basis  is  a  privilege  extended  to  the  parent  of  a 
multiple  incorporated  enterprise  for  which  there  should  be 
paid  a  premium.  Except  in  the  special  case  of  railroad 
corporations  where  multiple  incorporation  was  ordinarily 
an  unavoidable  requirement  of  state  laws  no  provision  for 
consolidated  returns  is  to  be  found  in  the  federal  tax  laws 
between  1934  and  1940  when  the  privilege  was  restored 
as  to  income  tax  returns.  In  1942  the  law  was  again 
Inoadened,  having  been  extended  to  excess  profits  returns 
t)y  the  Revenue  Act  of  1942 — subject,  however,  to  the  pay- 
ment for  the  privilege  of  an  additional  tax  increased  from 
•1  of  1%  to  2%. 

In  the  same  year  there  was  introduced  into  the  Internal 
Ixovenue  Code  the  new  Section  23  (g)  (4)  providing  that 
Mock  in  a  corporation  affiliated  with  the  taxpayer  shall  not 
be  deemed  a  capital  asset  so  that  a  loss  resulting  from  the 
worthlessness  of  such  stock  acquired  the  character  of  an 
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operating  loss  credit  deductible  in  the  determination  of 
taxable  income. 

Thus,  continuously  over  a  period  of  more  than  twenty- 
five  years  which  included  the  economies  of  two  World  Wars 
there  has  been  in  the  Internal  Revenue  Code,  although  for 
a  part  of  the  time  only  for  railroad  corporations,  an  author- 
ity for  the  filing  of  consolidated  returns  when  there  was 
the  intercorporate  unity  inhering  in  95%  stock  ownership; 
and  in  that  long  period  the  reason  for  the  legislation  show- 
ing the  underlying  intent  of  Congress  has  been  so  fre- 
quently reiterated  that  it  is  now  crystallized  in  the  text 
of  the  Treasury  Regulation  104  which  states : 

"Consolidated  returns  are  based  upon  the  prin- 
ciple of  levying  the  tax  according  to  the  true  net 
income  of  a  single  enterprise,  even  though  the  busi- 
ness is  operated  through  more  than  one  corporation. ' ' 

Hence,  whenever  there  exists  the  requisite  stock  owner- 
ship which  has  never  been  less  than  the  present  95%  mini- 
mum (5%  less  than  all  so  as  to  permit  beneficial  ownership j 
of  directors'  qualifying  shares)  the  members  of  such  afiili- 
ated  group  of  corporations  are  accorded  the  privilege  of 
pooling  their  incomes  and  pooling  their  tax  credits  and  of 
paying  federal  taxes  upon  the  excess,  if  any,  of  the  pooled 
income  over  the  pooled  tax  credits  at  the  then  current  tax 
rate  plus  the  additional  2%  exaction  for  the  privilege  of 
resorting  to  the  consolidated  basis  of  accounting.  If  there 
is  no  such  excess  there  is  no  tax  and  it  was  the  clear  intent 
of  Congress  that  there  should  be  none.  Total  Congressional 
forbearance  came  into  play  whenever  the  combined  tax 
credits  of  the  combined  group  exceeded  the  gains  of  the 
income  producing  members. 

The  tax  credits  which  determine  the  existence  or  non- 
existence of  tax  liability  differ  in  character  and  take  e 


variety  of  forms.  In  the  years  to  which  this  controversy 
relates  they  included  various  specific  exemptions,  bad 
debts,  amortizations,  foreign  and  state  taxes,  unused  oper- 
ating losses  and  excess  profits  credits  carried  forward  from 
prior  years;  and  under  Section  23  (g)  (4)  a  current  loss 
with  carry-over  and  carry-back  application  resulting  from 
the  worthlessness  of  the  corporate  stock  of  any  affiliate. 

It  would  be  inconsistent  with  the  scheme  and  technique 
of  consolidated  returns  ever  to  divorce  the  tax  benefits  from 
the  unity  of  ownership  which  gives  rise  to  them  or  to  assume 
that  Congress  intended  any  benefit  to  any  interest  or  tax 
paying  entity  other  than  the  common  parent  corporation. 
This  is  recognized  by  the  Securities  Exchange  Commission 
in  exempting  from  the  restraints  upon  inter-corporate 
transactions  between  utility  corporations  subject  to  the 
Utility  Holding  Company  Act  of  1933  those  covered  by  its 
Eule  U-45  (b)  (6),  which  specifies: 

'*A  loan  or  extension  of  credit  or  an  agreement 
of  indemnity  arising  out  of  a  consolidated  tax  return 
filed  by  a  holding  company  (or  other  parent  com- 
pany) and  its  subsidiaries:  provided,  that  the  top 
company  in  the  group  assumes  jjrimary  responsi- 
bility for  the  payment  of  any  tax  liability  involved 
subject  to  the  right  of  contribution  (italics  supplied) 
11  from  the  several  members  of  the  group  in  an  amount 

not  exceeding  as  to  any  company  that  percentage  of 
the  sum  of  the  normal  tax,  surtax  and  excess  pi'ofits 
tax  on  a  consolidated  basis  which  the  sum  of  the 
normal  tax,  surtax  and  excess  profits  tax  of  such  com- 
pany if  paid  on  a  separate  return  basis  is  of  the 
aggregate  amount  of  normal  surtax  and  excess 
profits  taxes  of  the  individual  companies  based  upon 
separate  returns. ' ' 

'11      It  is  not  questioned  by  the  Western  Pacific  Railroad 
'ompany,  nor  by  the  Commissioner  of  Internal  Revenue 
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and  indeed  is  apparently  not  questioned  by  District  Judge 
Goodman  that  during  the  full  period  January  1,  1942  to 
October  11,  1943  the  Corporation,  as  the  common  parent 
corporation,  was  the  owner  or  was  in  a  connected  chain  of 
ownership  of  at  least  95%  of  all  classes  of  stock  of  all  of 
the  other  defendants  or  that  the  Corporation  and  the  parties 
defendant  in  the  Accounting  Action  were  during  all  of  that 
period  properly  affiliated  within  the  letter  of  Section  141 
of  the  Internal  Revenue  Code  and  Section  104  of  the 
Treasury  Regulations  under  which  the  consolidated  returns 
for  those  periods  were  filed.  Nor  is  it  asserted  that  any 
requirement  of  subdivision  (b)  defining  affiliation  was  not 
fully  met. 

The  fact  that  during  those  periods  the  Corporation's 
principal  subsidiary,  the  Western  Pacific  Railroad  Com- 
pany, was  in  trusteeship  under  Section  77  of  the  Bank- 
ruptcy Act  is  not  of  consequence  as  affecting  or  impairing 
its  right  as  subsidiary  to  join  with  its  common  parent  cor- 
poration and  other  affiliates  in  filing  consolidated  returns. 
Its  right  so  to  join  and  to  be  included,  notwithstanding 
bankruptcy,  is  expressly  recognized  and  provided  for  by 
Section  52  of  the  Internal  Revenue  Code  and  by  Subdivision 
(c)  of  Treasury  Regulation  104,  Section  23.15.  In  passing 
it  may  be  noted  and  perhaps  emphasized  that  the  last  men- 
tioned subdivision  imposes  an  important  limitation  similar 
to  that  embodied  in  SEC  Rule  U-45  (b)  (6)  upon  the  ac- 
counting liability  of  an  affiliate  which  is  in  bankruptcy.  The 
liabihty  of  such  an  affiliate  under  a  consohdated  return  is 
limited  to  what  it  would  be  if  it  had  filed  a  separate  return. 

In  the  opinion  of  your  Receiver,  Congress  intended — 
and  clearly  expressed  its  intention — that  the  Corporation's 
loss  under  the  circumstances  here  disclosed  might  properly 
be  used  as  currency  to  discharge,  subject  to  the  right  of 
equitable  contribution,  the  tax  liabilities  of  the  Corporation 
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and  all  of  its  statutory  affiliates ;  and  such  was  the  expert 
judgment  of  the  Commissioner  of  Internal  Revenue.  But, 
if  the  Commissioner  of  Internal  Revenue  erred  in  at- 
tributing such  an  intent  to  Congress  it  is  difficult  to  under- 
stand what  equitable  principle  permits  Judge  Goodman  to 
convert  the  Commissioner's  error  into  what  he  recognizes 
to  be  an  "amazing  and  undeserved"  windfall  for  the  re- 
organized Western  Pacific  Railroad  Company. 

To  state  the  Receiver's  position  concretely  and  in  tech- 
nical language :  in  an  Accounting  Action  in  equity  between 
the  Corporation  and  its  affiliates  in  the  period  January  1, 
1942  to  October  11,  1943,  for  the  value  of  a  tax  credit  be- 
longing to  the  Corporation  and  accepted  by  the  Commis- 
sioner of  Internal  Revenue  as  the  equivalent  of  money  in 
the  discharge  of  an  individual  tax  liability  of  its  subsidiary, 
the  Western  Pacific  Railroad  Company,  in  the  amount  of 
$17,201,739  the  subsidiary  Railroad  Company  is  estopped 
to  assert  in  resisting  accountability  to  the  owner  of  the  tax 
credit  that  the  Commissioner  of  Internal  Revenue  accepted 
valueless  currency  under  a  mistake  of  law. 

If  the  Corporation  as  the  conmion  parent  being  in  ample 
funds  had  discharged  its  subsidiary's  individual  tax  liabil- 
ity of  $17,201,739  by  the  use  of  money  there  would  be  no 
question  that  the  subsidiary  would  be  accountable  to  it  for 
the  money  so  paid. 

This  is  clear  on  principle  and  is  established  by  authority. 

The  well  considered  case  of  Bankers  Trust  Company  v. 
Florida  East  Coast  Car  Ferry  Company,  92  F.  2d  (5th 
Circuit)  so  holds.  This  case  arose  as  the  result  of  the 
filing  of  federal  consolidated  income  tax  returns  under 
which  a  tax  credit  belonging  to  one  affiliate  was  applied  to 
discharge  a  tax  liability  of  anotlier  affiliate.  A  federal 
eceiver  appointed  for  the  affiliate  whose  tax  credit  has 
i^"lbeen  so  used  sued  for  an  accounting  from  the  affiliate  whose 
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tax  liability  had  been  so  discharged;  and  reimbursement 
was  awarded. 

On  principle  that  case  is  an  indistinguishable  authority 
in  support  of  the  Corporation's  position  in  the  present  case. 

If  it  be  argued  that  the  case  is  distinguishable  because 
the  tax  credit  there  used  was  a  money  credit  whereas  in  the 
present  case  the  tax  credit  was  a  deductible  loss,  a  negative 
thing  having  no  actual  value,  the  answer  is  that  under  the 
Internal  Revenue  Code  the  Corporation's  tax  credits  includ- 
ing its  deductible  stock  loss  are  made  the  equivalent  of 
money  for  the  discharge  of  the  tax  liabilities  of  the  defend- 
ant Railroad  Company  for  which  they  were  employed. 

Why  should  the  subsidiary  Railroad  Company  be  free 
from  accountability  to  its  parent  because  instead  of  using 
money  something  else  was  used  which  for  that  particular 
payment  Congress  had  ordained  should  be  the  equivalent 
of  money?  Why  should  the  subsidiary  Railroad  Company 
even  be  interested  in  what  currency  was  used  so  long  as 
its  tax  liability  was  fully  and  completely  discharged  by 
what  was  used? 

The  obvious  answer  to  these  questions  is  supplied  by  the 
SJireveport  Bank  Cases:  Commercial  Nat.  Bank  in  Shr eve- 
port  V.  Connolly  et  al.  (176  F.  2d,  1002)  and  prior  cases  cited 
in  footnote  I  to  the  opinion  of  Circuit  Judge  Waller.  To 
avoid  unduly  extending  this  opinion  and  report  it  will  be 
sufficient  here  merely  to  state  that  these  cases  hold  the 
defendant  liable  to  account  to  the  plaintiff  for  tax  savings 
realized  by  it  through  the  use  of  a  tax  credit  belonging  to 
the  plaintiff  which  was  **a  negative  concept"  (again  to 
quote  Judge  Goodman)  and  of  no  value  to  the  plaintiff  but 
was  of  value  to  the  defendant  in  enabling  it  to  effect  a  tax 
saving  of  $190,000. 

Ordinarily  the  action  of  all  of  the  subsidiaries  joining 
in  consolidated  returns  is  dictated  by  the  common  parent 
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corporation  as  the  dominant  stockholder  and  hence  con- 
troversy is  rare. 

Where,  as  in  the  present  case,  there  has  been  a  subse- 
quent change  of  proprietorship  which  deprives  the  common 
parent  cori)oration  of  control  of  the  action  of  the  former 
subsidiary  and  of  power  to  require  to  be  done  that  which 
ought  to  be  done  to  avert  frustration  of  the  intent  of  Con- 
gress, a  court  of  equity  may  properly  require  through  its 
traditional  Action  of  Accounting  that  parties  to  a  consoli- 
dated tax  return  make  all  inter-corporate  adjustments  and 
transfers  necessary  to  give  effect  to  the  intent  of  Congress. 
The  simple  fact  is  that  a  sum  of  money  with  which  Congress 
had  a  right  to  deal  and  which  happens  to  be  a  very  large 
sum  of  money  is  in  the  possession  of  a  party  to  a  con- 
solidated tax  return  where  Congress  did  not  intend  it  to  be. 
In  this  situation  there  can  be  no  reasonable  doubt  of  the 
power,  and  (the  Receiver  confidently  asserts),  of  the  duty 
of  a  court  of  equity,  a  tribunal  constituted  for  the  very 
purpose  of  dealing  constructively  and  justly  with  unex- 
pected and  unusual  situations,  to  require  that  the  money 
be  put  where  it  equitably  belongs  and  where  Congress 
intended. 

The  Receiver  finds  no  substance  in  Judge  Goodman's 
implication  that  the  Accounting  Action  based  upon  what 
was  done  administratively  by  the  Trustees  in  accordance 
with  Section  52  of  the  Internal  Revenue  Code  is  an  attempt 
on  the  part  of  the  Corporation  to  secure  ''an  interest  in  the 
debtor"  cut  off  by  the  reorganization  decree.  Actually  the 
very  web  and  woof  of  the  Corporation's  equity  asserted 
in  the  Accounting  Action  is  the  Corporation's  loss  of  all 
interest  in  its  former  subsidiary — an  equity  rooted  in  the 
very  reorganization  decree  to  which  the  Corporation  gives 
full  faith  and  credit  but  which  Judge  Goodman  believes  the 
il  Corporation  is  trying  to  circumvent. 
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Where  the  cardinal  error  in  Judge  Goodman's  opinion 
lies  is  in  his  failure  to  recognize  that  the  Corporation's 
Accounting  Action  has  nothing  to  do  with  the  reorganiza- 
tion decree  but  arises  out  of  relationships  created  by  and 
equities  and  accountabilities  flowing  from  the  filing  of  con- 
solidated returns — all  of  these  being  obligations  which  the 
reorganization  decree  required  the  Reorganized  Company 
to  assume  and  discharge  under  the  Assumption  Agreement. 
The  Assumption  Agreement  embraces  "generally  any  and 
all  liabilities  and  obligations  with  respect  to  claims  of  any 
character  whether  heretofore  or  hereafter  asserted  arising 
out  of  the  possession,  use  and  operation  of  the  debtor's 
property  by  said  trustees  or  their  conduct  of  the  debtor's 
business  including  liabilities  and  obligations  hereafter 
arising  up  to  midnight  December  31,  1944." 

The  Receiver  finds  nothing  unusual  about  this  case  ex- 
cept the  large  sum  of  money  involved.  To  summarize 
events : — The  tax  law  provided  for  consolidated  returns 
and  Section  23  (g)  (4)  permitted  any  affiliate  (including  of 
course  the  Corporation  and  parent)  to  set  off  a  stock  loss 
against  operating  profits,  instead  of  capital  gains  as 
theretofore.  The  Interstate  Commerce  Commission  held 
the  Corporation's  stock  in  its  subsidiary  valueless  although 
at  the  time  October  1943  the  stock  was  currently  earning 
large  sums  of  money.  The  stock  of  the  operating  sub- 
sidiary became  valueless  in  October  1943,  when  there  was 
no  longer  any  chance  for  the  Corporation  to  obtain  the 
economic  benefits  of  ownership  and  control;  and  in  the 
final  tax  settlement  the  Government  obviously  balanced 
off  the  sum  it  might  have  collected  by  litigation,  taxes 
from  October  11,  1943  through  April  1944,  by  retaining 
the  sum  previously  paid  but  for  which  the  Corporation  had[ 
filed  a  valid  refund  claim.  The  Trustees  of  the  bankrupt! 
affiliate  were  expressly  permitted  to  join  in  the  consolidated 
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returns  and  by  doing  so  brought  the  bankrupt  affiliate  into 
the  group  and  subjected  it  to  group  treatment  and  inter- 
company accountability  and  the  reorganized  Company  suc- 
ceeded to  its  accountability  under  the  all-inclusive  Assump- 
tion Agreement. 

For  all  these  reasons  the  Receiver  is  of  the  opinion 
that  the  Court  of  Appeals  will  protect  the  position  of  the 
Corporation. 

7.  In  the  event  of  recovery  in  the  Accounting  Action, 
your  Receiver  will  request  that  the  amount  thereof  be  paid 
directly  to  him,  so  that  it  may  be  disbursed  under  the  super- 
vision of  this  Honorable  Court  to  the  stockholders  of  the 
Corporation,  after  payment  of  all  proper  creditor  claims 
and  charges  of  this  receivership. 

And  your  Receiver  will  ever  pray,  etc. 

Respectfully  submitted, 

Alexis  I.  duP.  Bayard 
Receiver    of   the   Western    Pacific 
Railroad  Corporation 


This  Is  To  Certify  that  the  foregoing  is  a  true  and  cor- 
rect copy  of  a  preliminary  report  filed  this  date  by  Alexis 
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John  E.  Babiakz 
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CHRONOLOGY  OF  FACTS 


Date 


1916  Plaintiff    acquires    all    of    the    stock    of    defendant 

$75,000,000. 

1925  The  James  Interests  acquire  control  of  plaintiff. 

1935  Defendant  goes  into  reorganization. 

1940  The  District  Court  approves  defendant's  reorganiza; 

plan. 

1943 

Mar.  15     The  Supreme  Court  affirms  the  approval  of  defenda; 

reorganization  plan. 
June     1     Plaintiff's  officers  become  full-time  employees  of  defe 
ant,  paid  solely  by  defendant. 

1944 

Jan.  Defendant  decides  to  eliminate  its  taxes  by  using  pi;' 

tiff's  tax  credit. 
Apr.  30     Plaintiff  transfers  its  stock  in  defendant  to  defendal 

reorganization  committee. 
July    15     Plaintiff  files  consolidated  tax  returns  for  1943. 
Dec.   29     Defendant  emerges  from  reorganization. 

1945 

Mar.    9     Plaintiff  files  the  refund  claim  for  1942  taxes. 

Apr.  30     Defendant  closes  the  New  York  office;  plaintiff's  offi'J 

move  to  the  suite  of  Whitman,  Ransom,  Coulson  &  Gil- 
June   15     Plaintiff  files  consolidated  tax  returns  for  the  first  ir 

months  of  1944. 
1946 

June  26     Curry  signs  plaintiff's  power  of  attorney  in  favor  of  I 
June  27     Intervenors  institute  the  New  York  stockholders"  ad 

Plaintiff  institutes  this  action. 


Oct. 

10 

1947 

Felx 

11 

Apr. 

2 

Polk  offers,  in  plaintiff's  name,  to  settle  the  tax  cor> 
versy  with  the  Government. 
Polk  notifies  plaintiff'  of  this  offer. 
Aug.  13     The  Government  accepts  the  settlement  offer. 
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FOR  THE  NINTH  CHiCUIT 


ESTERN   Pacific   I^ailroad   Corporation 
,nd  Alexis  I.  duP.  Bayard,  Receiver, 
Plaintiffs- Appellants, 

vs. 
ESTERX     Pacific     Railroad     Company, 

:.CRAMENTO     NORTHERN     RAILWAY,      TlDE- 

KTER  Southern  Railway,  Deep  Creek 
jjLROAD  Company,  The  Western  Realty 
liMPANY,  The  Standard  Realty  and  De- 
Hlopment  Company  and  Delta  Finance 
}.,  Ltd., 

Defendants-Appellees. 


^redith  H.  Metzger,  Henry  Ofeerman 
n  J.  S.  Farlee  &  Co.,  Inc., 

Plaintiffs-Tntervenors-Appellants, 

vs. 

stern     Pacific     Railroad     Company, 

IJRAMENTO    Northern    Railway,    Tide- 

pR  Southern   Railway,   Deep   Cr1':kk 

4jioad  Company,  The  Western  Realty- 

■iPANY,  The  Standard  Realty  and  De- 

p:ment  Company  and  Delta  Finance 

Ltd., 

Defendants- Appellees. 


No.  12500 


BRIEF  FOR  PLAINTIFFS-INTERVENORS. 
1  APPELLANTS 

'liis  is  an  appeal  Ijv  plaintiffs-intcrvenors  ("intei- 
eiors"  liereinafter)  from  the  final  judgment  herein  of 
a!  United  States  District  Court  for  the  Northern  District 
fiCalifornia,  Southern  Division  (Goodman,  D.  J.),  dis- 
li-^ing  the  action  after  a  trial  witliout  jury.    A  companion 


appeal  by  plaintiff  *  is  likewise  before  the  Court.  The  Di! 
trict  Court's  opinion  and  findings  (R.  258,  319)  are  ij 
ported  85  F.  Supp.  868. 

Jurisdiction 

The  District  Court's  jurisdiction  is  predicated  on  dive 
sity  of  citizenship  and  presence  of  the  jurisdictional  amou 
(28  F.  S.  C.  §  1332)    The  jurisdictional  facts  are  alleged 
the  complaint  (R.  6)  and  admitted  in  defendants'  answe 
(R.  12,  117-8).** 

The  appellate  jurisdiction  of  this  Court  rests  on 
L^.  S.  C.  §  1291.  The  final  judgment  below,  as  amen 
was  filed  January  13, 1950  (R.  324-5).  The  notice  of  appd 
was  filed  on  February  8,  1950  (R.  327),  within  the  ti]' 
limited  by  28  F.  S.  C.^<^  2107. 


Position  of  Intervenors 

In  the  light  of  the  able  and  learned  brief  submitted  .' 
counsel  for  plaintiff,  we  would  hesitate  to  burden  t? 
Court  with  an  additional  memorandum  were  it  not  for  c- 
tain  differences  in  presentation  and  analysis  which  we  c<- 
sider  as  important.  The  differences  arise  from  tlie  hist( 
of  the  litigation  and  the  peculiar  position  of  tlie  int 
venors. 


i 


*  Plaintiff-appellant  Western  Pacific  Railroad  Corporation  is  hei 
referred  to  as  "plaintiff"  or  the  "Corporation". 

Defendant-appellee  Western  Pacific  Railroad  Company  is  hei 
referred  to  as  "defendant"  or  the  "Company".     With  respect  to 
period  from   November   1935  to  December   1944.  the  reference 
"defendant"  will  include  its  reorganization  trustees  in  whose  hai 
during  that  time,  were  defendant's  assets  and  affairs. 

The  other  defendants-appellees  are  present  or  former  subsidia 
of  the  defendant  Company  and  have  comparatively  minor  stake 
the  Htigation. 

**  The  intervenors'  citizenship  (R.  124,  156.  158,  176)  is  iml 
terial  to  the  jurisdiction;  Golconda  P.  Corp.  v.  Petroleum  Cc\ 
46  F.  Supp.  23,  25  (D.  C,  S.  D.  Cal..  1942). 


I 

|lThe  intervenors  own  25,465  shares  of  plaintiff's  pre- 
irred  stock  R  1650-2),  about  6.7%  of  all  the  preferred 
ntstanding  (R.  1717).  In  June,  1946-prior  to  this 
•  'T~^r  'f *!,':^^"^^«  instituted  a  stockholders'  action 
1  the  federal  District  Court  for  Southern  New  York  in 
Mich  the  claim  involved  herein  (in  addition  to  other 
ciims)    was  asserted  for  the  first   time    (E    337    706  7 

^~'^\-J^'\^'Tl  ^'''''^'  ^o^iplaint  alleged,  in  short,  that 
Mintiff  and  defendant  had  interlocking  managements; 
tit  plamtiff  was  controlled  by  defendant's  agents-  that 
(^so  facts  created  a  fiduciary  relation  between  plaintiff 
defendant,  requiring  defendant  to  deal  fairlv  with 
tiff;  and  that  defendant,  in  certain- tax  transactions 

'  plamtiff,  liad  breached  its  fiduciary  dutv  to  plaintiff 
'appropriating  all  benefits  of  the  transactions  to  itself 
I  I  allowing  none  to  plaintiff. 

\fter  the  legal  sufficiency  of  the  New  York  complaint 
>  1  been  sustained  (R.  337),  plaintiff's  management  and 
Moneys  (named  as  defendants  in  x\ew  York)  caused 
nntiff  to  file  its  original  complaint  herein  on  October 

l.)-i6,  complaining  of  the  same  tax  transactions  witli 
'••■iidant  (R.  5). 

'laintiff,  liowever,  failed  to  allege  tlie  managerial  inter- 

K  Letween  the  parties  or  the  control  of  plaintiff  by  de- 

'  i^^Hts  agents.     Accordingly,  we  moved  for  leave  to  iii- 

Mo  herein  on  the  ground  that  plaintiff's  management 

.uately  represented  tlie   rights  of  plaintiff  and  its 

M.lders;   and   this   motion   was   -ranted   on    A])ri]    7 

'  R.  122).  I         '» 

uf  intervenors'  complaint  (R.  123)  alleged  tlie  facts 
ttrd  by  i)laintiff,  establishing  what  we  conceive  to  be 

*  ;iIl-important  fiduciary  relation  between  plaintiff  and 
'"lant.  Plaintiff  at  first  denied  these  allegations  and 
tiio  intervenors  to  their  proof  *  (R.  156) :  later  on  plain- 

t  adopted  certain   of  our  allegations,  but  not   those   ro- 

1  lie  intervenors  accepted  this  invitation,  as  demonstrated  bv  the 
'^'vc  depositions   (R.  275)   which  produced  the  evidence  at  the 
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f erring  to  its  own  personnel  (R.  208) ;  until  finally  plai 
tiff's  present  counsel,  retained  on  the  eve  of  trial,  likewi 
proclaimed  the  existence  of  the  fiduciary  relation. 

Nonetheless,  substantial  differences  still  exist  betwe 
plaintiff  and  intervenors  in  the  presentation  and  analyi: 
of  the  factual  basis  and  the  legal  effect  of  this  fiduciai 
relation.  We  are  therefore  impelled  to  submit  this  sej 
rate  brief  in  which,  appearing  on  behalf  of  stockholdt 
(not  manageiuent),  we  can  let  the  chips  fall  wliere  they  w 


Statement  of  Case 

1.    Plaimiflf's  $75,000,000  stock  loss. 

In  1916  plaintiff,  a  holding  company,  acquired  all  i 
stock  of  defendant,  an  ox)erating  railroad  company 
493).  Plaintiff's  investment  in  defendant's  stock  w^as  m* 
than  $75,000,000  (R.  262). 

In  1935  defendant  went  into  bankruptcy  reorganizat« 
(Bankruptcy  Act,  '§77)  in  the  Court  below,  its  propef 
])eing  jjlaced  in  the  hands  of  two  court-appointed  trust 
(R.  494).     In  1939  the  Interstate  Commerce  Coimniss 
promulgated  a  plan  of  reorganization   (233  I.  C.  C.  4' 
which  declared   that   defendant's   stock  held  by   plain  I 
was  worthless  and  not  entitled  to  share  in  the  assets  of  | 
reorganized  Company  (R.  259,  495).    Under  the  plan 
secured  creditors  of  defendant  were   to  become  its  i 
owners  and  were  to  receive  all  of  its  stock,  when  issued 

This  reorganization  plan  was  approved  by  tlie  Dist 
Court  in  1940  (R.  259).  Although  reversed  on  app 
In  re  Western  Pac.  R,  Co.,  124  F.  2d  136  (C.  C.  A.  9,  19- 
the  plan  was,  on  Marcli  15,  1943,  reinstated  and  affiri 
l^y  the  Supreme  Court  and  thus  became  final;  Echet^ 
Western  Pac.  R.  Corp.,  318  U.  S.  448  (1943).  In  due  cou 
the  plan  was  confirmed  on  October  11,  1943  (R.  260);  : 
it  was  consummated  on  December  29,  1944  w^hen  the  ^ 
organization  trustees  returned  the  assets  to  defendant 


Pendant  issued  its  new  securities  in  accordance  with  the 
m  (R.  499,  2000). 

riie  results  of  defendant's  reorganization  were  shatter- 
;  to  plaintiff.  Its  principal  asset,  the  $75,000,000  invest- 
nt  in  defendant's  stock,  was  totally  lost.  The  loss  was 
etrievable;  for  however  prosperous  defendant  might 
?ome  in  the  future,  plaintiff  had  no  part  therein.  From 
irch  15,  1943 — the  date  of  the  Supreme  Court's  affirm- 
3e  of  tlie  reorganization  plan — the  economic  unity  be- 
?en  i)laintiff  and  defendant  was  severed;  x>laintiff  and 
I'endant  became  and  remained  complete  strangers  to 
•h  other. 

jl.    Plaintiflf's  tax  credit  and  its  use  to  save  defendant's  taxes. 

ptaggering  as  plaintiff's  loss  was,  it  presented  one  miti- 
ing  feature :  The  amount  of  the  loss  could  be  used  as 
income  and  excess  profits  tax  deduction.  The  right  to 
3  tax  credit  was  created  by  Internal  Revenue  Code, 
}(g)(4),*  enacted  in  1942,  which  provided  that  losses 
lilting  from  the  worthlessness  of  the  stock  of  an  affiliate 

to  be  treated  as  operating  losses  (rather  than  as  capital 

s  as  theretofore). 

ut  plaintiff  was  not  allowed  to  derive  any  benefit  from 
tax  credit.    Instead,  the  entire  benefit  was  reaped  by 

mdant.    This  was  accomplished  through  the  mechanics 

!onsolidated  tax  returns. 

i)  (Consolidated  tax  returns  may  be  filed  by  an  affiliated 
ap  of  corporations  headed  by  a  conmion  parent  and 
r-connected  by  at  least  95%  stock  o^vnership  (Internal 
enue  Code,  §  141).  In  such  a  consolidated  return  the 
ated  group  is  treated,  for  tax  purposes,  as  a  single 
rprise,  so  that  the  losses  sustained  ])y  any  one  or  more 
ates  are  deducted  from  the  profits  realized  by  the  other 
ates.  Only  if  the  group  as  a  whole  realizes  a  net 
t  is  a  tax  payable  thereon. 


fhe  text  of  the  statutes, and  regulations  cited  is  set  forth  in  the 
Indix  of  this  brief. 


6 

A  consolidated  return  can  be  filed  only  by  the  pare: 
corporation  of  the  group ;  and  it  requires  the  consent  of  i 
affiliates.    Treas.  Reg.  104,  §  23.12(b)  and  §  23.16(a). 

(b)  Plaintiff,  as  stated,  owned  all  of  defendant's  stoc* 
Although  the  Supreme  Court's  decision  of  March  15,  19^ 
had  rendered  the  stock  economically  worthless,  it  was  st 
legally  valid  because  defendant's  reorganization  was  r 
yet  consummated.  Plaintiff  continued  to  own  the  stoj 
until  April  30,  1944,  on  which  date  plaintiff  surrender 
it  to  defendant's  reorganization  committee  (R.  260).  Tl 
legal  stock  ownership  made  it  possible  for  plaintiff  to  i 
consolidated  tax  returns  for  itself  and  defendant,  coveri 
the  year  1943  and  the  first  four  months  of  1944  (see  inf'i 
pp.  42-43). 

During  this  period  defendant  had  realized  very  substa 
tial  profits  from  its  war-time  railroad  operations.  Or< 
narily  defendant  would  have  had  to  pay  a  huge  tax — md 
than '$17,000,000— on  its  profits  (R.  262).  But  there  av 
an  alternative  to  the  payment  of  this  tax :  If  plaintiff  fil 
consolidated  tax  returns,  plaintiff's  tax  credit  arising  fr« 
its  stock  loss  could  be  offset  against  defendant's  profi 
and  no  tax  would  be  payable.  This  possibility  existed 
only  in  tlie  year  1943,  in  which  plaintiff's  stock  loss 
occurred;  but  plaintiff's  tax  credit  could  also  be  *'carr 
])ack"  to  1942  and  '"carried  forward"  to  1944  (Interi 
Revenue  Code,  §  122(b)). 

(c)  The  opi^ortunities  offered  by  the  tax  laws  wo 
utilized.  Under  circumstances  to  be  detailed  below, 
fendant  caused  plaintiff  to  file  consolidated  returns 
1943  and  the  first  four  months  of  1944.*  These  retiii' 
(PI.  Exs.  4-A,  4-B,  5-A,  5-B)  claimed  defendant's  sti 
loss  as  a  complete  offset  to  defendant's  earnings;  hei' 
they  reported  no  tax  as  due;  and  defendant  paid  no  ta:^ 
for  these  periods  (R.  266-7). 


*  For  brevity,  the  returns  for  the  first  four  months  of  1944  f 
hereinafter  referred  to  as  the  "1944  returns". 


Nor  way  this  all.     Defendant  had  paid  $4,201,821  54  in 
xes  for  1942  (PI.  Ex.  6;  R.  1654-6).    But  the  carry-back 

plaintiff's  stock  loss  to  1942  would  eliminate  all  of  de- 
Qdant's  tax  liability  for  that  year.  Accordingly,  plaintiff 
3d  a  clami  with  the  Government  for  the  refund  of  tliesc^ 
,201,821.54  (PI.  Ex.  6;  R.  1654). 

Each  of  these  docmnents— the  consolidated  returns  and 
3  refund  claim— were  tiled  after  March  15,  1943,  the  date 

the    economic    severance    of   plaintiff   and    defendant 
mely :  ' 

the  1943  returns  on  July  15,  1944; 
the  1942  refund  claim  on  March  9,  1945; 
the  1944  returns  on  June  15,  1945 
i         (PI.  Exs.  4-A,  4-B,  5-A,  5-B,  6.) 

d)  The  Government  did  at  iirst  dispute  the  propriety  of 
iucting  plaintiff's  stock  loss,  principally  on  the  ground 
:t  the  loss  had  occurred  in  1940  and  was  therefore  inad- 
ssible  as  a  deduction  against  1943  income  (R.  267,  1423- 
-  Finally,  however,  in  August  1947,  the  Government  con- 
tted  to  a  settlement;  plaintiff  agreed  to  the  rejection  of 
refund  claim  for  1942,  while  the  Government  acquiesced 
the  1943  and  1944  tax  returns  shoAnng  no  tax  due  (R 
-5,  262-3). 

'he  Court  below  found  that,  but  for  the  use  of  consoli- 
ed  returns  and  the  deduction  of  plaintiff's  stock  loss, 
sndant  would  have  had  to  pay  more  than  $21,0(K),000  in 
iS  for  the  period  1942  to  1944  (R.  261-2,  265).  As  a 
lit  of  the  settlement,  defendant  paid  only  about 
K)0,000,  so  that  it  realized  a  net  tax  savinir  of  moi-e 
1  $17,000,000  (R.  266-7). 

:  is  our  contention  that,  in  equity  and  fairness,  at  least 
fibstantial  part  of  this  tax  saving  belonged  to  plaintiff 
I  that  defendant  should  be  required  to  account  therefor 
^'laintiff.  We  proceed  to  state,  in  brief  outline,  the  cir- 
jstances  supporting  our  position. 
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3.  The  anomalous  nature  of  defendant's  retention  of  tl 
tax  saving  and  the  denial  of  any  tax  benefit  to  plaintiff. 

(a)  Normally  the  tax  credit  arising  from  a  stock  loss 
such  as  that  sustained  by  plaintiff — redounds  to  the  ben© 
of  the  party  who  suffered  the  loss.  This  is  as  it  should  \ 
since  the  tax  deduction  is  designed  to  mitigate  the  loss. 

Normally,  this  reasonable  result  obtains  also  where 
parent  corporation,  by  filing  consolidated  returns,  deduc 
its  loss  from  the  earnings  of  a  subsidiary.     For  the  t 
saving  of  the  subsidiary  redounds  automatically — throu 
the  payment  of  dividends  or  through  the  increased  val 
of  the  parent's  equity  in  the  subsidiary — to  the  benefit 
the  j)arent  which,  in  an  economic  sense,  owns  the  assets 
the  subsidiary.    Again  this  accords  with  the  purpose  of  1 
tax  law  which  permits  consolidated  returns  in  order 
give  the  i3arent,  as  the  owner  of  the  group,  the  benefit  I 
all  group  losses,  both  its  own  and  its  subsidiaries'. 

But  this  normal  and  intended  result  of  the  operati 
of  the  tax  laws  (more  fully  discussed  infra,  pp.  38  et  se 
completely  failed  in  the  case  at  bar.  At  the  time  the  c 
solidated  returns  here  were  filed,  plaintiff's  stockholdiii 
in  defendant  had  been  declared  worthless  by  tlie  Supre 
Court;  the  economic  relationship  between  plaintiff  f| 
defendant  had  been  severed;  and  plaintiff  derived  no  be 
fit  whatever  from  any  tax  savings  flowing  to  defendi 
The  purpose  of  the  tax  laws  was  thus  perverted:  1 
prosperous  defendant  obtained  a  wholly  gratuitous  ded!' 
tion  for  a  loss  which  it  had  never  suffered;  while  I 
intended  automatic  upstream  flow  of  defendant's  tax  si 
ing  to  its  parent,  the  plaintiff,  was  prevented  by  > 
economic  severance  of  the  parties.  Plaintiff's  stock  ]| 
remained  unalleviated  by  any  tax  advantage;  while 
fendant  obtained  an  undeserved  and  unmotivated  tax  vn 
fall. 

(b)  Plaintiff  nevertheless  had  the  means  to  cause 
tax  benefits  to  go  where,  in  justice  and  by  the  spirit  of  J 
tax  law%  they  belonged,  namely,  to  plaintiff.    For  plairi 


d,  as  a  matter  of  law,  a  free  choice  whetlier  or  not  it 
luld  file  consolidated  returns  (R.  1458).*  Before  filing 
asolidated  returns  plaintiff's  management  could  have 
ide  suitable  arrangements  with  defendant  concerning  the 
imate  disposition  of  the  resulting  tax  savings — a  type 
arrangement  both  legal  and  by  no  means  unusual  {infra, 
I.  49  et  seq.).  If  defendant  was  A\illing  to  do  equity  it 
,s  bound  to  agree  that  the  tax  benefits  flowing  from  plain- 
f's  $75,000,000  loss  should  belong  to  plaintiff  in  order  to 
tigate  that  loss.  If  defendant  insisted  on  its  pound  of 
sh,  plaintiff  could  have  at  least  made  sure  that  it  would 
leive  an  appropriate  portion  of  the  tax  savings.  Under 
circumstances  was  defendant  in  a  position  to  demand 
it  all  the  tax  savings  be  given  to  it  and  that  plaintiff  get 
thing. 

And  yet  this  is  precisely  what  was  done.  Although  virtu- 
y  all  of  the  tax  savings  were,  by  the  intent  of  the  tax  law 
d  by  every  instinct  of  reason  and  equity,  intended  to 
tigate  plaintiff's  loss;  and  although  none  of  the  savings 
lid  have  been  accomplished  without  plaintiff's  filing  con- 
idated  returns  and  the  use  of  plaintiff's  tax  credit; 
rertheless  plaintiff  was  not  allowed  to  receive  one  cent, 
fendant  was  permitted  to  retain  for  itself  the  entii-e 
,000,000. 

.    Duality  of  nianai^einent. 

^his  complete  and  abject  surrender  of  plaintiff's  interest 
defendant  has  a  simple  explanation:  The  allegiance  of 
intiff's  management  to  defendant.  In  short,  during  the 
;ical  period  in  which  the  consolidated  returns  were  filed, 
intiff's  officers  were  actually  subordinate  employees  of 
endant;  a  majority  of  plaintiff's  board  of  directors  were 

Under  InUTiial  Revenue  Code,  §  141(a),  tlic  iilinj:^  of  consoii- 
d  returns  is  a  "privilege"  the  exercise  of  which  is  optional.  The 
that  plaintiff  had  filed  consolidated  returns  in  earlier  years,  did 
prevent  it  from  filing  separate  returns  for  1943  and  1944;  2  Mont- 
ery's  Federal  Taxes.  Corporations  and  Partnerships  (1946-47), 
650. 
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employees  of  defendant ;  plaintiff's  lawyers  were  simultanc 
ously  lawyers  for  defendant.  All  compensation  paid  t 
these  persons  was  paid  solely  by  defendant,  not  one  cei 
by  plaintiff.  These  Avere  the  people  who  were  charge 
with  the  responsibility  of  protecting  plaintiff's  interesi 
in  its  relation  to  defendant. 

The  duality  of  allegiance  of  plaintiff's  management  f orn; 
an  important  basis  of  our  claim;  it  created  the  fiducia; 
relation  and  defendant's  duty  to  deal  fairly  with  plaintil] 
The  facts  must  therefore  be  stated  in  somewhat  mo- 
detail. 

(a)  Plaintiff's  financial  collapse  and  its  dependence 
defendant.  The  Supreme  Court's  affirmance  of  defen* 
ant's  reorganization  jilan  on  March  15,  1913  left  plaintiff ; 
an  empty  corporate  shell.  It  had  no  assets;  it  had  i 
income;  it  had  no  funds  (PI.  Ex.  17;  K.  573,  790). 
13rincipal  investment,  the  stock  of  defendant,  was  declar* 
worthless.  At  the  same  time,  its  only  other  substanti 
asset,  a  one-half  interest  in  the  stock  of  the  Denver  Ri 
road,  was  eliminated  by  the  latter's  reorganization  pli 
(R.  575).*  As  one  of  plaintiff's  directors  put  it,  plainti 
had  become  a  "corporation  Vvnthout  assets",  a  mere  "no 
entity"  (R.  1130-1). 

From  the  early  days  of  their  affiliation,  plaintiff  and  c 
fendant  had  maintained  a  joint  office  in  New  York,  staff 
by  common  emj^loyees  (R.  613).  On  June  1,  1913,  on  t 
heels  of  the  Supreme  Court's  decision,  defendant  assum 
the  whole  expense  of  the  New  York  office  and  took  o"? 
plaintiff's  officers  as  "full  time  employees"  of  defends 
(PI.  Ex.  30,  R.  527,  1738).  The  individuals  thus  taken  o\!| 
by  defendant  nevertheless  remained  the  officers  of  pla:| 
tiff,  but  received  their  compensation  solely  from  defeij 
ant,  nothing  from  plaintiff  (PI.  Ex.  23,  r!  520,  1721; 


*  The  Denver's  reorganization  plan,  approved  by  the  I.  C.  ( 
order  of  June  14.  1943  (254  I.  C.  C.  349,  385),  was  subscquer 
affirmed  Ijy  the  Supreme  Court,  Reconstruction  Finance  Corp.* 
Denver  and  R.  G.  W.  R.  Co.,  328  U.  S.  495  (1946). 
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]x.  27,  R.  523,  1729-33).  On  April  30,  1945,  at  defendant's 
irection,  tlie  New  York  office  was  closed  (R.  650)  and 
laintiff's  officers  and  records  were  quartered  at  the  offices 
f  AVhitman  Ransom  Coiilson  and  Goetz,  defendant's  New 
^ork  tax  counsel  (R.  651-2,  655). 

Plaintiff's  financial  collapse,  as  will  be  seen,  was  the 
gnal  for  its  officers,  directors  and  lawyers  to  desert  the 
nking  ship  and  to  climb  on  that  of  defendant.  Even 
laintiff's  dominant  stockholder,  finding  its  economic  stake 

defendant  much  larger  than  that  in  plaintiff,  likewise 
\^itched  its  allegiance  to  defendant. 

(b)  Plaintiff's  stockholders  (the  James  Interests).  In 
•25,  one  Arthur  Curtiss  James,  through  his  personal  hold- 
g  companies,*  acquired  61%  of  plaintiff's  common  and 
?%  of  its  preferred  stock  (R.  501),  constituting  control. 
f  1943  plaintiff's  common  stock,  ranging  behind  more 
an  $38,000,000  of  preferred  (R.  1717),  had  become  com- 
stely  worthless:  and  even  tlie  preferred  stock  was  of 
fling  value. 

But  the  James  Interests  also  held  large  amounts  of  the 
3ured  obligations  of  defendant  (R.  1718)  which,  under 
i  reorganization  plan,  entitled  them  to  28%  of  the  to-be- 
ued  stock  of  defendant  (PI.  Ex.  1).**  It  was  therefore 
the  advantage  of  the  James  Interests  to  favor  defend- 
fc,  not  plaintiff.  Thus  if  the  tax  savings  here  involved 
ared  to  defendant,  the  James  interest  therein  was  28 7o ; 
lie  it  was  only  8.8%  if  the  tax  savings  went  to  plaintiff. 
The  James  Interests  acted  in  accordance  with  their  ad- 
itage:      They   abandoned   plaintiff   and   cast   their   lot 

Arthur  Curtiss  James  died  in  1941  (R.  745).  He,  his  estate,  his 
sonal  holding  companies  (R.  503)  and  the  James  Foundation  of 
w  York.   Inc.    (R.    1011)    are  herein   referred  to  as  the  "Tames 

tjerests". 

J  Under  the  plan,  the  James  Interests  were  entitled  directly  to 

.27r  of  the  defendant's  new  voting  stock  (R.  975)  and,  in  addi- 

,  to  convertible  bonds  of  defendant  which  the  James   Interests 

tisequently  converted  into  voting  stock  of  defendant  (R.  1718;  sec 

11/25-8),  giving  them  an  aggregate  of  28%. 
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with  defendant.  They  decided  to  support  defendant's  re 
organization  plan  (E.  618)  which  theretofore  they  ha( 
opposed  (E.  536-7).  They  decided  to  withhold  further  ad 
vances  to  plaintiff  (E.  575-6) ;  the  James  representative; 
on  plaintiff's  board  retired  (E.  1480) ;  and  at  plaintiff' 
annual  meetings  the  James  stock  was  neither  representee 
nor  voted  (PI.  Ex.  19,  E.  503;  Def.  Ex.  54,  E.  1630,  2052 
2069).  Plaintiff  was  thus  deprived  of  that  measure  o 
protection  and  supervision  which  a  vigilant  controllin 
stockholder  ordinarily  would  exercise  over  a  corporation' 
management.  ^ 

Plaintiff's  4700  public  stockliolders  (E.  659),  scatterel 
throughout  the  country  (E.  659),  were  forced  into  equ£ 
inactivity  since  plaintiff  was  too  impoverished  even  t 
send  out  proxies  or  proxy  statements  for  its  annual  meei 
ings  (Def.  Ex.  54,  E.  2053-2069).  None  of  those  meeting 
was  therefore  attended  by  a  quorum  (PI.  Ex.  19). 

The  protection  of  plaintiff's  interests  was  thus  left  ei 
tirely  to  the  integrity  arid  vigilance  of  its  officers  aB 
directors. 

(c)  Plaintiff's  officers.  During  the  period  in  which  tl 
consolidated  tax  returns  and  the  refund  claim  were  filed- 
1944  and  1945 — plaintiff  had  only  two  officers :  Its  pref 
dent  Curry  and  its  secretary  Wienken,  later  replaced  \^ 
Yalouch  (E.  1719). 


Michael  J.  Curry  was  not  only  the  president,  treasur 
and  a  director  of  plaintiff  throughout  the  critical  peri 
(E.  1719,  1720)  but,  at  the  same  time,  also  a  vice-presidei 
a  director  and  a  member  of  the  executive  committee  of  c 
fendant  (E.  719,  1724).*  Despite  these  titles,  Curry  cc 
sidered  himself  merely  a  "figurehead"  (E.  646-7).  E 
actual  loosition  was,  and  had  been  since  1927,  simply  that 
chief  clerk  or  office  manager  (E.  639);  he  was  "merely 


k 


I 


SI 


*  Curry  resigned  as  defendant's  vice-president  on  April  30,  1^"' 
(R.  \724)  and  as  defendant's  director  on  November  20.  1944 
719). 
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ning  officer"  (R.  641,  1450)  and  .signed  whatever  docu- 
nts  Schumaclier  (defendant's  chairman)  or  Elsey  (de- 
idant's  president)  told  him  to  sign  (R.  642).  From 
ne  1,  1943  Curry's  entire  comj^ensation  was  paid  by  de- 
idant  (R.  1738) ;  nothing  whatever  by  plaintiff  (R.  645). 
ifter  the  closing  of  the  New  York  office  on  April  30, 
1:5,  defendant  arranged  for  Curry  to  move  to  the  offices 
Whitman  Ransom  Coulson  and  Goetz,  defendant's  tax 
msel  (R.  1287-8),  and  for  them  to  pay  him  a  $3,000  an- 
al "retainer",  betaase  Curry's  services  "as  president  of 
)  old  holding  company"  (i.e.,  plaintiff)  were  "essential" 
L  connection  with  the  pending  tax  questions  which  your 
npany  [i.e.,  defendant]  has  up  with  the  Federal  Gov- 
iment"  (PI.  Ex.  32- A,  R.  1744).  Defendant  agreed  to 
mburse  Whitman  Ransom  for  these  retainer  pa^Tnents 
5  one  of  our  disbursements  in  connection  with  the  pend- 
^  tax  matters"  (R.  1746,  1288).  Thus  defendant  paid 
rry  in  order  that,  as  plaintijf's  president,  he  might  help 
fendant  in  its  tax  matters.  Defendant  also  paid  Curry 
;mall  pension  (R.  653).  Curry  remained  with  the  Whit- 
m  Ransom  firm  until  the  latter  part  of  1948  (R.  656). 
During  the  time  when  Curry  should  have  safeguarded 
put  iff  s  interest  against  encroachments  by  defendant,  he 
s  thus  an  officer  and  director  of  defendant  and  his  live- 
ood  depended  solely  on  defendant. 

ohn  F.  Wienken  was  plaintiff 's  only  other  officer,  to  wit, 
secretary;  and  he  remained  such  until  May  1,  1945  (R. 
9).  He  was  also  a  director  of  plaintiff  until  A])ril  25, 
6  (R.  1720).  Although  adorned  with  these  weighty 
es,  Wienken  was  actually  a  stenographer  (R.  648)  em- 
yed  by  both  plaintiff  and  defendant  in  the  joint  New 
rk  office.  Since  June  1,  1943,  his  $2,875  annual  salary 
?  paid  solely  by  defendant  (R.  1735,  1738). 

(arij  C.  Valonch  became  the  secretary  and  a  director  of 
intiff  on  May  1,  1945,  upon  Wienken's  resignation  and 
closing  of  the  New  York  office  (R.  1719,  1720).     For 
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many  years  before  that  date,  Valouch  had  been  a  clerk  in 
the  employ  of  defendant  (E.  530) ;  she  handled  the  Western 
Pacific  tax  matters   and  did   secretarial  work   (E.   647). 
Since  Jmie  1, 1943  she  received  her  salary — ^less  than  $3,000 , 
annually— solely  from  defendant   (R.  1735,  1738).     Uponj 
the  closing  of  the  New  York  office  and  her  appointment  as:} 
secretary  and  a  director  of  plaintiff,  she  moved — together 
mth  Curry — to  the  Whitman  Ransom  firm  and  became  its 
employee  (R.  530,  652). 

Each  of  the  three  officers  of  plaintiff — Curry  as  presi-; 
dent,  and  AYienken,  succeeded  by  Valouch,  as  Secretary—; 
was  thus  during  the  critical  period  in  the  employ  and  paya 
of  defendant  and  subject  to  the  inevitable  tug  of  loyaltyj 
to  his  paymaster.  By  the  very  nature  of  their  employments 
they  were  nothing  but  dummies  and  figureheads.  I 

(d)  Plaintiff's  directors.  Nine  persons  were,  during  all;' 
or  part  of  the  critical  period  from  1944  to  1945,  directors, 
of  plaintiff :  Curry,  Wienken,  Valouch  (from  May  1,  1945). 
Schumacher,  Sheehan  (from  February  15,  1944),  Hatton. 
Osborn,  Wood  and  Campbell  (until  IMay  1,  1945)  (PI.  Ex,, 
22,  R.  1720). 

Three  of  these — Curry  Wienken  and  Valouch — hav( 
been  discussed  and  their  financial  dependence  on  defendam 
shoAvn. 

Tliomas  M.  Schumacher  was  the  real  "boss"  of  the  Nev 
York  office  before  and  during  the  critical  period  (R.  639 
736).  Since  1927  he  had  been  the  chief  executive  office 
and  a  director  of  both  plaintiff  and  defendant  (R.  735)  ' 
and  in  1935  the  bankruptcy  court  appointed  him  as  one  o 
the  two  reorganization  trustees  of  defendant  (R.  735).  Oi 
February  1,  1942— before  the  critical  period  of  the  con 
solidated  returns  here  involved — Schumacher  resigned  a 
plaintiff's  president  because  of  plaintiff's  inability  to  pa; 
his  $15,000  salary  (R.  743).  Nevertheless,  in  his  capacit 
as  compensated  trustee  for  defendant  (R.  738-9),  Schi 
macher  continued  "in  command  of  the  NeAv  York  office 
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'(R.  736)  until  December  31,  1944,  w]ien  defendant  emerged 
ifrom  the  reorganization  and  Sclimnacher  retired  (R.  1724) 
with  a  $12,000  pension  from  defendant  (PL  Ex.  34-C). 
Although  no  longer  an  officer  of  plaintiff,  Schumacher  con- 
tinued as  a  member  of  its  board  of  directors  until  his  death 
In  early  1948.  Throughout  the  critical  period  Schumachei- 
vas  paid  only  by  defendant,  not  by  plaintiff  (R.  fUf)). 

Cailienne  Sheelian  was  the  telephone  operator,  recep- 
tionist and  filing  clerk  in  the  joint  New  York  office  (R.  G47, 
1138).  Her  $2,000  salary  was  paid  solely  by  defendant 
R.  1138-9,  1738).  She  was  elected  to  plaintiff's  board 
n  order  to  fill  a  quorum  (R.  1139),  never  took  part  in  tlie 
[iscussions  of  the  board  and,  in  casting  her  vote,  sim])ly 
Mlowed  the  majority  (R.  1140). 

I  William  W.  Hatton  was  a  minor  officer  of  the  Denver 
Railroad  (R.  1134),  charged  mth  "purely  clerical"  duties 
It  a  salary  of  $4,500  (R.  1137).  Schumacher  was  his 
^perior  and  chief"  (R.  1135).  Hatton— like  Sheehan— 
^as  elected  to  plaintiff's  board  in  order  to  fill  a  quorum 
ft.  1137-8) ;  he  never  participated  in  board  discussions  and 
m])]y  voted  with  the  majority  (R.  1136). 

A.  Pen-})  Oshorn  was  not  only  a  director  of  plaintiff 
|Tice  1937  (R.  988),  but  also  a  director  and  member  of  the 
yecutive  committee  of  defendant  to   November  20,   1944 

i.  992). 

Willis  D.  Wood  was  a  long  time  friend  of  Arthur  Curtiss 
lines,  at  whose  request  he  had  joined  plaintiff's  board 
1 123).  During  the  period  1943-45,  Wood  and  his  family 
<|ned  substantial  amounts  of  defendant's  securities  (int. 
fx.  11,  R.  2138-2141),  but  none  of  plaintiff's,  except  <|uali- 
1|ing  shares  (PI.  Ex.  17,  R.  1717).  Since  the  Supreme 
(W-t's  decision  of  March  15,  1943,  he  considered  plaintiff 
•Vnon-entity",  so  that  "there  was  no  action  necessaiy  on 
>v  part,  and  hence  Tdid  not  give  it  the  Mttfution  tluit  1 
iljl  in  formei-  vears"  (R.  1130-1). 

; 
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H.  Brua  Camphell,  an  attorney,  was  a  partner  of  the  New 
York  law  firm  of  Pierce  &  Greer  (R.  532-3),  which,  as  mil 
presently  be  stated  more  fully,  were  attorneys  for  both 
plaintiff  and  defendant  during  the  critical  period  1944  and 
1945,  but  received  their  compensation  solel^^  from  defend-, 
ant,  nothing  from  plaintiff.  f 

A  clear  majority  of  plaintiff's  directors — Curry,  Wien- 
ken,  Valoucli,  Schumacher,  Sheehan,  Osborn  and  Campbell 
— thus  owed  their  allegiance  to  defendant.  All  of  those 
just  named  (except  Osborn)  received  their  pay  solely  fronii 
defendant,  nothing  from  plaintiff.  And  even  the  two  re-i 
maining  directors  (Wood  and  Hatton)  were  likewise  b}^ 
interest  and  allegiance  oriented  to  defendant. 

(e)  Plaintiff's  lawyers.  Two  New  York  law  firms  acted! 
for  plaintiff'  during  the  critical  period  :*  Its  general  counsel, 
Pierce  &  Greer;  and  the  firm  of  Whitman  Ransom  Coulsoii; 
and  Goetz,  as  tax  la^vyers. 

Pierce  S  Greer.  This  firm,  composed  of  H.  Brua  Camp 
hell  and  Frank  C.  Nicodemns  (R.  532-3),  acted  not  only  a^ 
general  counsel  for  plaintiff  (R.  533),  but  simultaneoush 
as  attorneys  for  defendant  and  its  trustees  (R.  533-6,  793) 
Their  representation  of  defendant  continued  throughou 
1945  (R.  1119-21,  2150).  Since  June  1,  1943  they  receive( 
no  compensation  from  plaintiff  (R,  1723).  They  did  re 
ceive  an  annual  retainer  from  defendant's  trustees  and  addii 
tional  fees  from  defendant  (R.  534-8,  1730-1,  1738). 

Defendant  and  its  bankruptcy  trustees  never  made  an; 
bones  about  their  conception  of  the  duties  of  the  Pierce  I  ■ 
Greer  firm  in  tax  matters:  They  looked  to  the  firm  "t' 
cooperate  with  Mr.  Matthew,  general  counsel  for  the  Trn? 
tees  [of  defendant],  in  protecting  the  trust  estate  [i.e  ^ 
defendant]  in  the  preparation  of  the  final  return"  (PI.  E: 
39-A,  R.  543-4). 


*  A  California  attorney.  Judge  Marcus  C.  Sloss,  was  retained  b' 
plaintiff  in  1934  solely  to  represent  its  interests  as  a  stockholder  an 
unsecured  creditor  in  the  reorganization  proceedings  of  defendan 
by  opposing  the  I.  C.  C.'s  plan  of  reorganization   (R.  1603.  1611 
He  had  nothing  to  do  with  plaintifif's  taxes  (R.  1603-4). 
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^[ucli  later,  on  October  10,  1946  (simultaneously  with  the 
•omnioncenient  of  this  action),  Nicodemus  became  a  director 
)f  plaintiff. 

Whitman  Ransom  Coxdson  and  Goetz.  In  March  1943 
fhis  iirm  was  retained  as  tax  counsel  for  the  Western 
l^acific  group,  including  both  plaintiff  and  defendant  (PL 
Exs.  39- A  to  39-E,  R.  543-547 ;  R.  556).  The  firm  continued 
IS  tax  counsel  for  plaintiff  until  at  least  1947  (R.  1438-41) ; 
md  they  are  still  tax  counsel  for  defendant  (R.  1438).  The 
partners  in  charge  of  the  tax  work  were  Robert  E.  Coulson 
|ind  James  K.  Polk  (R.  1399). 

I  The  firm's  compensation  for  its  tax  work  was  paid  ex- 
•lusively  by  defendant  (R.  548-557);  nothing  was  paid  by 
blaintiff  (R.  1721).  But  the  firm  was  tied  to  defendant  by 
■ven  more  profound  considerations. 

For  nearly  twenty  years  the  firm  had  been  personal  coun- 

el  to  Arthur  Curtiss  James  and  general  counsel  to  the 

[arious  corporations  created  by  him  (R.  536,  962) ;  Coulson 

I'as  an  officer  and  director  of  these  corporations  (R.  964). 

Is  attorney  for  the  A.  C.  James  Company,  Coulson  took 

n  active  part  in  all  steps  of  defendant's  reorganization 

R.  963) ;  in  19-1-3  he  became  a  member  of  defendant's  re- 

rganization  connnittee  which  was  cliarged  Avith  effectuat- 

iig  and  consummating  the  reorganization  plan  (PI.  Ex.  10, 

I.  1674,  1677) ;  and  in  December  1944  he  became  a  director 

jf  defendant  (R.  548)..    By  reason  of  their  large  financial 

ake  in  defendant,  the  James  Interests,  represented  by 

oulson's  firm,  were  vitally  interested  in  defendant's  wel- 

ire,  including  its  taxes  (R.  965) ;  while,  since  the  Supreme 

ourt's  decision  of  March  15,  1943,  their  interest  in  ])lain- 

ff  was  negligible;  so  that,  as  we  have  shown,  the  James 

iterests   cast   their   lot    with    defendant    and    abandoned 

laintiff  {supra,  pp.  11-12). 

jit  is  therefore  understandable— although  hardly  excus- 
;l)le — that  Polk,  while  attorney  for  both  ])lainti  ff  and  de- 
Ijndant,  thought  "my  responsibility  was  to  tliem  fdefend- 
m^    and   not   to   the   corporation    [plaintiff  I"    (R.    1431). 
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This  distorted  view  of  a  lawyer's  duty  to  Ms  client  ac- 
corded with  Coulson's  ante-litem  expression  that  his  firm 
was  dealing  with  the  tax  matters  "in  behalf  of  The  Westerr 
Pacific  Kailroad  Company  [i.e,  defendant]"  (R.  529)  and 
that  plaintiff  was  "without  financial  stake"  in  the  consoh. 
dated  returns  (R.  1744).  Indeed,  even  after  this  actioi 
and  the  New  York  stockholders'  suit  had  notified  Coulsoi 
of  plaintiff's  "financial  stake",  he  persisted  in  taking  side; 
ivith  one  client,  defendant,  against  the  other  client,  plain 
tiff.  For  on  December  11,  1946— while  he  and  his  fin. 
were  still  actively  representing  plaintiff  in  the  tax  matte 
(R  1438-41)— Coulson  assured  counsel  for  defendant  tha 
his*  interest  was  "solely  in  protecting  the  operating  com 
pany"  [i.e.,  defendant]  in  connection  with  this  and  the  Ne^ 
York  litigation  (Int.  Ex.  9,  R.  2133-4). 

To  summarize:  Plaintiff's  entire  personnel— its  dom 
nant  stockliolders,  its  officers,  its  directors  and  its  lawyer 
—was  infected  mth  dual  allegiance  which  prompted  then 
in  anv  conflict  of  interest  between  plaintiff  and  defendan 
to  give  their  first  and  foremost  loyalty  to  defendant.  U 
proceed  to  show  how  the  conduct  of  these  persons  in  liai 
dling  the  tax  transactions  was  actually  influenced  by  the 
divided  loyalties. 

5.    Duality   in    action   in   the   handling   of   the   consolidat€ 

returns. 

The  handling  of  plaintiff's  tax  matters  for  1943  and  19- 
confronted  plaintiff  Avith  a  number  of  grave  question 
Should  plaintiff  make  the  tax  credit  arising  from  its  sto 
loss  available  to  defendant  by  filing  consolidated  return 
Would  plaintiff  derive  any  benefit  from  so  doing!  If  n( 
was  plaintiff  entitled  in  fairness  to  any  such  benefit 
Should  plaintiff  secure  a  fair  share  of  the  tax  savings 
insisting  on  an  agreement  Avith  defendant  giving  it  a  ff 

share  ? 

Important  as  these  questions  were,  plaintiff  Avas  not  p< 
mitted  to  pose,  let  alone  to   ansAver  them.     Without  ' 
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jtnucli  as  asking  plaintiff,  defendant  made  the  decision  that 
blaiiitiff  was  to  file  consolidated  returns  and  make  its  tax 
credit  available  to  defendant  (R.  1448-1450,  1278).  Plain- 
tiff's role  was  confined  to  the  mechanical,  unquestionino- 
lind  unmformed  execution  of  defendant's  decision. 

(a)  The  returns  for  1943.  The  thought  of  utilizing  plain- 
tiff's stock  loss  as  a  tax  deduction  in  consolidated  returns 
ras  first  suggested  in  Polk's  letter  of  May  20,  1943,  ad- 
dressed to  defendant  (PI.  Ex.  50,  R.  1757,  17()0-1).  'The 
3tter  did  not  mention  that  plaintiff  might  have  to  be  con- 
lulted. 

By  December  1943,  Coulson  and  Polk  were  prepared  to 
|ecommend  definitely  the  adopticm  of  Polk's  suggestion  (R. 
|409-10).     They  made  their  reconnnendation— but  only  to 
\efendant.     Early  in  January,  1944,  Polk  traveled  to  the 
est  coast  where  defendant's  principal  office  was  located, 
id  there  advised  the  trustees  and  officers  of  defendant 
lat  the  use  of  plaintiff's  stock  loss  in  a  consolidated  return 
ould  eliminate  all  1943  taxes  (R.  1267-8,  1410-11,  1448). 
Defendant,  although  quite  unconcerned  about  ])laintiff's 
oncurrence  in  the  plan,  was  concerned  about  the  legal 
kindness  of  Polk's  advice  and  therefore  requested  a  for- 
mal opinion  of  the  Whitman  Ransom  firm  (R.  1268,  1411). 
Y  January  11,  1944  Coulson  sent  this  opinion  from  NeAv 
|ork  to  defendant  (PI.  Ex.  54,  R.  605)— with  not  even  a 
jpy  to  plaintiff   (R.   665).     The  opinion   assumed,  as  a 
ratter  of  course,  that  plaintiff  would  join  in  consolidated 
iturns  and  would  bestow  upon  defendant  the  tax  benefits 
^ving  from  plaintiff's  stock  loss. 

Defendant    was    satisfied    with    this    oj)inion.     Without 
li'i-ing    to    ask    for    plaintiff's    permission,    defendant 
■'ply  decided*  to  use  plaintiff's  tax  credit  to  eliminate 
'»\vn  taxes  (R.  1448).     Defendant  at  once  acted  pursu- 
it  to  this  decision.     It  reversed,  in  January,  1944,  tax 
jamais  of  about  $7,500,000  theretofore  placed  on  its  b'ooks 

I  Defendant's  decision  (R.  1448)  was  made  by  Elsev.  its  i)R'si(Init 
■•  1251),  and  by  DeGraff,  its  gfeneral  auditor  (R.  1408). 
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This  distorted  view  of  a  lawyer's  duty  to  Ms  client  ac- 
corded with  Coiilson's  ante-litem  expression  that  his  firm 
was  dealing  wdth  the  tax  matters  "in  behalf  of  The  Western 
Pacific  Kailroad  Company  [i.e,  defendant]"  (E.  529)  and 
that  plaintiff  Avas  "without  financial  stake"  in  the  consoli- 
dated returns  (R.  1744).  Indeed,  even  after  this  action 
and  the  New  York  stockholders'  suit  had  notified  Coulson 
of  plaintiff's  "financial  stake'^,  he  persisted  in  taking  sides 
with  one  client,  defendant,  against  the  other  client,  plain- 
tiff. For  on  December  11,  1946 — while  he  and  his  firm 
were  still  actively  representing  plaintiff  in  the  tax  matter 
(R.  1438-41) — Coulson  assured  counsel  for  defendant  that 
his  interest  was  "solely  in  protecting  the  operating  com- 
pany" [i.e.,  defendant]  in  connection  with  this  and  the  New 
York  litigation  (Tnt.  Ex.  9,  R.  2133-4). 

To  summarize:  Plaintiff's  entire  personnel — its  domi- 
nant stockliolders,  its  officers,  its  directors  and  its  lawyers 
— was  infected  mth  dual  allegiance  which  prompted  them, 
in  any  conflict  of  interest  between  plaintiff  and  defendant, 
to  give  their  first  and  foremost  loyalty  to  defendant.  We 
proceed  to  show  how  the  conduct  of  these  persons  in  han- 
dling the  tax  transactions  was  actually  influenced  by  their 
divided  loyalties. 

5.  Duality  in  action  in  the  handling  of  the  consolidated 
returns. 

The  handling  of  plaintiff's  tax  matters  for  1943  and  1944 
confronted  plaintiff'  with  a  number  of  grave  questions: 
Should  plaintiff  make  the  tax  credit  arising  from  its  stock 
loss  available  to  defendant  by  filing  consolidated  returns? 
Would  plaintiff  derive  any  benefit  from  so  doing?  If  not, 
was  plaintiff  entitled  in  fairness  to  any  such  benefits? 
Should  plaintiff  secure  a  fair  share  of  the  tax  savings  by 
insisting  on  an  agreement  Avith  defendant  giving  it  a  fair 
share  I 

Important  as  these  questions  were,  plaintiff  Avas  not  per- 
mitted to  pose,  let  alone  to   ansAA'^er  them.     Without  so 
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iiiuc]i  as  asking-  plaintiff,  defendant  made  tlic  decision  that 
plaintiff  was  to  file  consolidated  returns  and  make  its  tax 
credit  available  to  defendant  (R.  1448-1450,  1278).  Plain- 
tiff's role  was  confined  to  the  mechanical,  iinquestionini;- 
and  iminformed  execution  of  defendant's  decision. 

(a)  The  returns  for  1943.  The  thought  of  utilizing  plain- 
tiff's stock  loss  as  a  tax  deduction  in  consolidated  returns 
was  first  suggested  in  Polk's  letter  of  May  20,  1943,  ad- 
dressed to  defendant  (PL  Ex.  50,  R.  1757,"  1760-1).  The 
letter  did  not  mention  that  plaintiff  might  have  to  be  con- 
sulted. 

By  Decem])er  1943,  Coulson  and  Polk  were  prepared  to 
reconnnend  definitely  the  adoption  of  Polk's  suggestion  (R. 
1409-10).  They  made  their  recommendation — but  only  to 
defendant.  Early  in  January,  1944,  Polk  traveled  to  the 
west  coast  where  defendant's  princi])al  office  was  located, 
and  there  advised  the  trustees  and  officers  of  defendant 
that  the  use  of  plaintiff's  stock  loss  in  a  consolidated  return 
would  eliminate  all  1943  taxes  (R.  1267-8,  1410-11,  1448). 

Defendant,  although  quite  unconcerned  about  plaintiff's 
concurrence  in  the  plan,  was  concerned  about  the  legal 
soundness  of  Polk's  advice  and  therefore  requested  a  for- 
mal opinion  of  the  Whitman  Ransom  firm  (R.  1268,  1411). 
On  January  11,  1944  Coulson  sent  this  opinion  from  New 
York  to  defendant  (PI.  Ex.  54,  R.  605) — with  not  even  a 
copy  to  plaintiff  (R.  665).  The  opinion  assumed,  as  a 
matter  of  course,  that  plaintiff  would  join  in  consolidated 
[returns  and  would  bestow  upon  defendant  the  tax  benefits 
[flowing  from  plaintiff's  stock  loss. 

i  Defendant  was  satisfied  with  this  opinion.  Without 
Ibothering  to  ask  for  plaintiff's  permission,  defendant 
simply  decided  *  to  use  plaintiff's  tax  credit  to  eliminate 
|its  own  taxes  (R.  1448).  Defendant  at  once  acted  pursu- 
Knt  to  this  decision.  It  reversed,  in  January,  1944,  tax 
iccruals  of  about  $7,500,000  theretofore  placed  on  its  books 


*  Defendant's  decision  (R.  1448)  was  made  by  Elsey,  its  ])resident 
R.  1251).  and  by  DeGraff.  its  general  auditor  (R.  1408). 
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for  1943  (E.  873,  1770).  In  March  1944  it  advised  the 
bankruptcy  court  that  no  taxes  would  be  payable  for  1943 
(PL  Ex.  58,  R.  1772).  And  in  May,  1944— still  before  the 
1943  returns  were  filed— defendant  stated  in  its  report  to 
stockholders  that  plaintiff  "can  and  will"  file  consolidated 
returns  in  which  plaintiff's  stock  loss  "will  result  in  elimi- 
nation" of  defendant's  tax  liability  (PL  Ex.  20-B,  R-^^512). 

Who,  then,  decided  on  behalf  of  plaintiff  that  it  "will" 
file  such  consolidated  returns!  Its  board  of  directors  did 
not;  the  1943  tax  matters  were  never  presented  to  plain- 
tiff's board,  either  for  discussion  or  decision  (R.  1018). 
Nor  did  its  then  two  officers,  its  president  Curry,  and  its 
secretary  Wienken.  The  latter  had  nothing  at  all  to  do 
with  taxes;  and  Curry  was  a  mere  "figurehead",  a  "sign-| 
ing  officer",  and  completely  ignorant  of  tax  matters  ("tax' 
matters  were  whollv  Greek  to  me.  T  didn't  understand 
them  at  all  *  *  *",  R.  808). 

The  method  by  which  defendant  caused  plaintiff  to  hlej 
the  consolidated"  returns  for  1943  was  simple.  After  de-' 
fendant  had  resolved  that  plaintiff  would  file  the  consoli- 
dated returns  utilizing  its  stock  loss  (R.  1448,  1278),  such 
returns  were  prepared  by  Valouch  (then  a  full  time  em- 
plovee  of  defendant,  but  neither  an  officer  or  director  of 
plaintiff),  under  the  supervision  of  Polk  (R.  663).  The 
completed  returns  were  given  by  Valouch  to  Curry  for  his 
signature  (R.  664).  At  Curry's  question,  Valouch  assured 
him  that  Polk  had  approved  the  returns  (R.  664).  There- 
upon Currv,  without  questioning  Polk  or  his  firm  as  to 
why  plaintiff  should  endow  defendant  with  the  stupendous 
gift  of  this  tax  saving;  without  his  asking  or  even  thinking 
whether  it  would  not  be  fair  for  plaintiff  to  receive  the 
tax  savings  or  at  least  a  part  thereof,  as  an  offset  agamsl 
its  huge  loss;  without  giving  any  thought  to  the  wisdort 
of  retaining  independent  counsel  to  ascertain  and  proted 
plaintiff's  rights  against  defendant;  and  without  bothering 
to  consult  plaintiff's  directors— Mr.  Curry,  the  "signing 
officer",  did  just  that:    He  signed  (R.  664). 
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(b)  The  returns  for  1944  and  the  refund  claim  for  1942. 
The  story  for  the  1944  returns  is  much  the  same  as  for 
the  preceding-  year.  Plaintiff's  l)oard  was  not  consulted; 
it  never  considered  or  decided  on  the  filing  of  consolidated 
returns  (R  1018).  What  happened  was  that  on  Deceniher 
20,  1944  Coulson  advised  defendamt— hut  not  plaintiff— 
by  telegram  that  "the  only  course  open  is  to  proceed  as 
indicated  in  conversations  with  you,  including  report  on 
the  consolidated  basis  up  to  May  1  [1944]"  (PI.  Ex.  62,  R. 
623).  Thereupon  the  decision  to  file  consolidated  returns 
for  the  first  four  months  of  1944  was  made  by  defendant— 
not  by  plaintiff  (R.  1449-50).  The  returns  were  then  pre- 
pared in  Polk's  office  and  brought  to  Curry  for  his  signature 
(R.  ()G6).  At  that  time  Curry  had  moved  to  the  Whitman 
Ransom  suite  with  instructions  from  Coulson  to  "put  him- 
self at  Polk's  disposal"  (R.  1498);  and  this  meant  that, 
under  his  retainer,  he,  as  plaintiff's  president,  was  to 
perform  such  services,  as  defendant  would  require  to 
achieve  and  safeguard  the  tax  i-vnvings  for  itself.  Hence 
when  Curry  was  told  that  Polk  wanted  him  to  sign  the 
returns,  he  obliged— again  without  asking  plaintiff's  board 
of  directors  (R.  666). 

1"tie  refund  claim  for  1942  was  prepared  with  even  less 

-lemony  than  the  tax  returns.    Polk  himself  decided  that 

j|)laintiff  should  file  such  a  claim  (R.  1450).    He  prepared 

rhe  claim;  placed  it  before  "the  proper  signing  officer", 

•  '.,  (Hirry,  with  the  request  for  his  signature  (R.  1450); 
iimI  Curry  signed,  again,  of  course,  without  benefit  of  con- 
j-ultation  or  approval  bv  plaintiff's  board  of  directors  (R 
'i6(J-7). 

That  Cuiry,  in  signing,  was  preoccupied  with  defendant's 
interests,  not  plaintiff's,  is  indisputably  established  by  his 
"wn    contemporaneous    statements.      Plaintiff    was    con- 

K'uted  in  February,  1945,  with  a  possible  forfeiture  of 

-  '-harter  for  non-payment  of  Delaware  franchise  taxes. 
I'urry,  in  discussing  the  problem,  gave  serious  considera- 
I  on  to  it— but  only  with  an  eye  to  defendant's  tax  savings 

nd  their  possible  jeopardy;  and  without  any  thought  to 
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the  interests  of  plaintiff  and  its  stockholders.  This  is 
clearly  stated  in  a  letter  from  Curry,  as  plaintiff's  presi- 
dent, to  Nicodemns,  copy  to  Polk  (Int.  Ex.  5,  R.  2125-7) : 

"If  we  default  and  our  charter  is  voided,  the  ques- 
tion arises  what  would  be  the  effect  on  the  consohdated 
income  and  excess-profits  tax  returns  filed  by  the  Cor- 
poration, as  parent,  for  the  years  1942,  1943  and  1944. 
As  you  know,  a  very  large  deduction  was  taken  m 
1943,  which  wiped  out  any  tax  liability  for  that  year 
and  will  also  have  an  effect  upon  the  1942  and  1944 
consolidated  returns.  I  understand  the  total  tax  sav- 
ing to  The  Western  Pacific  Railroad  Company  [i-e., 
defendant]  will  amount  to  about  15  million  dollars. 
Therefore,  I  feel  the  pavment  or  non-payment  of  these 
franchise  taxes  must  be  determined  particularly  from 
the  Federal  income  tax  angle.  .  , 

"I  would  suggest  that  before  arrivmg  at  a  decision 
in  this  matter  vou  confer  with  the  firm  of  Whitman, 
Ransom,  Coulson  &  Goetz,  our  tax  counsel,  who  are 
aware  of  this  situation  and  are  considering  the  eon- 
sequences  which  the  non-payment  of  these  franchise 
taxes  would  have  from  an  income  tax  viewpoint. 

The  same  thought  had  long  before  been  expressed  by 
Coulson  and  Polk.*  Coulson  therefore  decided  that  plain- 
tiff's franchise  tax  must  be  paid;  and  the  A.  C.  James 
Companv— departing  in  this  instance  from  its  policy  of 
making  no  further  advances  to  plaintitf  (R.  575-6)— loaned 
plaintiff  the  funds  to  pay  its  franchise  tax  (R.  713). 

(c)  The  tax  seUlement  with  the  Government.  The  pro- 
ceedings culminating  in  the  1947  settlement  of  the  tax 
dispute  with  the  Government  further  illustrate  the  extent 
to  which  defendant  managed  plaintiff's  tax  affairs  with 
complete  disregard  of  plaintiff. 

*  On  Mav  26  1943.  Polk  advised  Nicodemus  that  plaintiff's  ''dis- 
solution should  he  deferred  *  *  *  as  tax  aspects  warranted"  (R  601). 
On  Tune  26,  1943,  Coulson  asked  Polk  whether  it  would  be  em-; 
barrassing  in  the  Western  Pacific  situation"  if  plaintifif's  charter  Avere 
cancelled  for  failure  to  pav  its  Delaware  franchise  tax;  Polk  rephecl 
-it  is  essential,  to  protect  the  possible  use  of  the  net  loss  carry-back, 
that  the  holding  company  [i.e.,  plaintiff]  continue  until  the  consum-, 
mation  of  the  reorganization"  (R.  592).  ] 
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In  1945  and  the  early  part  oi*  194G,  an  Internal  Revenue 
agent  audited  tlie  tax  returns  for  1942-1944  (K.  1419). 
For  his  discussions  with  the  Government  Polk  needed  a 
power  of  attorney  from  plaintiff  (R.  1424).  Polk  drafted 
such  an  instrument  (1*1.  Ex.  G5,  R.  1784).  Among  other 
things  it  authorized  Polk  and  two  of  his  partners  to  "exe- 
cute closing  agreements",  i.e.,  to  settle  any  tax  dispute. 
At  Polk's  request,  Curry,  then  lodged  in  Coulson's  office, 
signed  this  power  of  attorney— again,  of  course,  without 
consulting  plaintiff's  board  and  without  the  board's  knowl- 
edge or  approval  (R.  667-8,  1025-6).  Significantly,  Curry 
felt  that  the  signing  of  the  power  of  attorney  was  one  of 
his  duties  under  his  retainer  agreement  with  the  AVliitman 
Ransom  firm  (R.  906)  under  which  the  latter  paid  Itim 
$3,000  annually,  for  the  account  of  defendant. 

Armed  mth  this  power  of  attorney,  Polk  entered  upon 
his  discussions  with  the  Government  (R.  1424-5).  At  a 
conference  in  Washington  on  February  11,  1947  Polk  sug- 
gested the  possibility  of  a  settlement  (R.  1427-8).  When 
the  Government  representative  asked  Palk  to  put  his  offer 
ill  writing,  Polk  replied  that  he  would  get  authorization 
to  do  so  (R.  1427).  Polk  promptly  proceeded  to  procure 
such  authorization — but  only  from  defendant,  not  from 
plaintiff  (R.  1429-31).  He  immediately  telephoned  Coul- 
son,  who  at  the  time  was  in  San  Francisco,  and  outlined 
to  him  the  proposed  offer  (R.  1429-30).  Coulson  at  once 
consulted  defevdauf's  president  Elsey,  who,  in  turn,  can- 
vassed defendant's  directors  (R.  1282-4).  Aftei-  a  few 
liours  Elsey  advised  Polk  by  telephone  that  his  ])roposed 
settlement  offer  was  approved  by  defendant  (R.  1430). 
Polk  at  once  reduced  his  offer  to  writing  and,  in  plaintiff's 
name,  submitted  it  to  the  Government  (R.  171,  1430). 
The  thought  that  plaintiff  might  have  to  be  consulted  oc- 
curred, they  say,  to  no  one  (R.  1431).  T^ntil  two  months 
ater  })laintiff's  directors  and  officers  had  no  information 
\  li.itever  of  what  was  being  done  in  their  names  (R.  668-9). 

This  patent  disregard  of  plaintiff's  rights  was  also  maii- 
tVsted   in    tho   terms   of  Polk's   scttlomont   offer.      At   the 


24 

time  the  offer  was  made  (February  11,  1947),  the  present 
action  was  already  pending  and  defendants  had  filed  their 
answers  asserting  certain  technical  defenses,  such  as  the 
statute  of  limitations  (K.  28-29).  But  these  technical  de- 
fenses would  obviously  have  been  unavailable  as  to  any 
moneys  which  might  come  directly  into  plaintiff's  posses- 
sion and  as  to  which,  therefore,  plaintiff  would  not  have 
to  sue  defendant.  The  1942  tax  savings  were  of  that  char- 
acter. The  refund  claim  for  1942  (E.  1654)  was,  and  had 
to  be,  filed  by  plaintiff;  if  the  claim  had  been  allowed  by 
the  Government,  the  $4,201,821.54  taxes  for  1942  would 
have  been  paid  by  the  Government  to  plaintiff.*  The  re- 
fund claim  was  therefore  particularly  valuable  to  plaintiff 
since  the  1942  tax  moneys,  if  collected  by  plaintiff  from 
the  Government,  were  not  subject  to  defendant's  technical 
defenses.  Polk's  settlement  proposal  provided  that  plain- 
tiff was  to  surrender  its  refund  claim  for  1942,  whereas 
defendant  was  to  be  freed  of  any  tax  liability  for  1943  and 
the  first  four  months  of  1944  (E.  171-3).  The  proposed 
settlement  was  thus  to  l)e  accom])lished  wholly  at  plaintiff's 

expense. 

Not  until  two  months  later,  after  a  conference  mth  de- 
fendant on  April  2,  1947,  did  it  occur  to  Polk  to  notify 
plaintiff  of  the  settlement  offer  which  he  had  made  in  its 
name,  and  to  request  the  approval  of  plaintiff's  board  (PI. 
Ex.  68,  E.  1788,  1460-1).  The  board  members,  alerted  by 
our  New  York  shareholders'  action  to  their  possible  per- 
sonal liability,  appointed  a  three-man  committee  to  con- 
sider the  settlement  offer.  On  May  5,  1947  Curry,  on  be- 
half of  the  Committee,  notified  Polk  that  they  were  "pre- 
pared to  recommend"  to  plaintiff's  board  the  sending  to 
Polk  of  a  "letter  of  general  approval",  but  demanded  a 
stipulation  by  defendant  which  would  assure  to  plaintiff 
its  day  in  court,  free  of  the  technical  defenses  asserted  in 


*  Treas.  Reg.  104,  §  23.16(a),  provides  that,  with  respect  to  con- 
solidated returns,  the  Government  deals  only  with  the  parent  corpo- 
ration of  an  affiliated  group,  and  that  refunds  will  be  made  directly 
to  the  parent. 
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defendant's  answers  (PI  Ex.  69,  R.  1794).  In  effect,  this 
letter  instructed  Polk  not  to  proceed  with  the  settlement 
until  such  a  stipulation  between  plaintiff  and  defendant 
were  made. 

These  instructions  from  his  client  and  principal  made 
no  impression  on  Polk.  Without  waiting  for  the  stipula- 
tion or  for  plaintiff's  ''letter  of  general  approval",  with- 
out, indeed,  further  asking  or  even  notifying  plaintiff  (R. 
681,  1027-8),  Polk,  on  May  19,  1947,  again  acting  as  plain- 
tiff's attorney  in  fact,  renewed  his  settlement  offer  to  the 
Government  in  the  identical  terms  of  his  previous  offer 
(PL  Ex.  71,  R.  1799).  On  August  13,  1947  the  Govern- 
ment accepted  Polk's  offer  (R.  174,  1437).  The  settlement 
thus  became  an  accomplished  fact,  without  ever  having  re- 
ceived advance  approval  by  plaintiff. 

(d)  Stipulation  and  pre-trial  order  eoncermng  the  ef- 
fect of  the  tax  settlement.    Promptly  upon  learning  of  the 
settlement   in   August,   1947,   the   intervenors   moved   the 
Court  below  for  an  order  restraining  its  consummation  (R. 
163).    In  the  face  of  this  application,  and  after  hearings 
before  the  District  Court  on  August  25  and  26,  1947  (R. 
1(!4),  plaintiff  and  defendant  entered  into  a   stipulation 
dated  September  3,  1947  (PI.  Ex.  7,  R.  1658),  approved  and 
strengthened  by  a  pre-trial  order  of  the  District  Court  (R. 
Kio,  166),  to  tlie  effect  tliat  tliis  litigation  shall  be  decided 
as  though  plaintiff's  $4,201,821.54  refund  claim  for  1942 
liad  l)een  allowed  and  paid  by  the  Government,  but  dimin- 
ished in  the  proportion  in  which  the  total  tax  savings  were 
'Imiinished  by  the  settlement.     Fn  other  words:     The  set- 
tlement with  the  Government  reduced  the  total  tax  savings 
jfrom  $21,000,000  to  $17,000,000,  i.e.,  by  4/21.    As  between 
ithe  parties,  the  $4,261, 821.r)4  refund  claim  shall  be  deemed 
r-duced  by  4/21  thereof,  i.e.,  to  $3,401,474.58.     The  litiga- 
I'-n  shall  be  decided  as  though  this  $3,401,474.58  had  been 
•aid  ])y  the  Government  to  ])l;iintiff  and  bad  been  depos- 
'•'d  by  plaintiff  in  Court. 


26 

The  importance  to  this  litigation  of  the  pre-trial  order 
and  stipulation  is  considerable,  as  will  he  shown. 

(e)  Defendant's  $10,100,000  reserve  for  this  litigation. 
At  the  time  the  consolidated  returns  herein  were  filed  in 
1944  and  1945  defendant  anticipated  a  tax  controversy 
with  the  Government  and  therefore  created  a  $10,100,000 
tax  reserve,  which  it  invested  in  United  States  Treasury 
Savings  Notes  (R.  616-7). 

After  the  tax  settlement  with  the  Government  in  1947, 
defendant  continued  this  $10,100,000  tax  reserve  as  a  re- 
serve against  the  outcome  of  this  litigation  (R.  517-8,  617). 


Specification  of  Errors  Relied  Upon 

1.  The  District  Court  held  that  the  Government  was 
improperly  deprived  of  taxes  due  it  and  that  the  injustice 
to  the  Government  cannot  be  cured  by  committing  the  fur- 
ther inequity  of  distributing  the  gain  thus  made  to  others. 

This  holding,  we  contend,  was  error. 

2.  The  District  Court  held  that  the  allowance  of  plain- 
tiff's claim  would  permit  it  to  share  in  the  earnings  real- 
ized by  defendant  during  its  reorganization,  contrary  to 
the  decree  confirming  defendant's  reorganization  plan  (R. 
274-5). 

This  holding,  we  contend,  was  error. 

3.  The  District  Court  held — or  at  least  intimated — that 
there  was  "some  merit  to  defendant's  contention  that  a 
firm  obligation  rested  upon  plaintiff"  to  join  defendant  in 
the  filing  of  consolidated  tax  returns   (R.  275). 

We  contend  that  this  holding,  if  it  was  intended  as  such, 
was  error. 
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Summary  of  Argument 

AVe  propose  to  show : 

1.  Defendant  was  obligated  to  deal  fairly  with  plain- 
tiff because  of  the  duality  of  management  (Point  I). 

2.  Fairness  required  defendant  to  allow  plaintiff  all  or 
at  least  a  substantial  part  of  the  tax  savings  (Point  II). 

3.  The  grounds  upon  which  the  District  Court  dismissed 
tlie  action  were  erroneous  (Point  III). 

POINT  I 

Defendant  was  obligated  to  deal  fairly  with  plaintiflF 
I  because  of  the  duality  of  management. 

The  parties,  engaging  in  the  tax  transactions  we  have 
'K^scribed,  did  not  deal  at  arm's  length.  That  was  pre- 
X cnted  by  the  duality  of  their  personnel  and  the  dominant 
lole  of  defendant  in  the  tax  transaction.  We  contend  that, 
acting  in  tliis  position,  defendant  was  required  bv  law  to 
Heat  plaintiff  with  the  highest  degree  of  fairness; 'that  de- 
l<'ndant's  duties  to  plaintiff  were  those  of  a  fiduciary  to  his 
'■''Mtm;  and  that  the  dealings  between  the  parties  are  sub- 
.i<'et  to  close  and  jealous  judicial  scrutiny. 

lender  this  pointhead  we  shall  demonstrate  the  exist- 
<'nee  and  scope  of  defendant's  duties;  under  the  next,  tlieir 
violation  l)y  defendant. 

1.    The  duality  rule. 

(a)  Tliroughout  the  critical  period  during  which  the 
•nnsolidated  returns  and  the  refund  claim  were  fded  (July 
'■>-  1944  to  June  15,  1945),  the  management  of  plaintiff  was 
^iiot  through  with  divided  allegiance  to  defendant.     Tiie 
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rule  is  deeply  imbedded  in  our  law  that  the  existence  of 
interlocking  managements  between  two  corporations  will 
create  a  fiduciary  relation  between  them. 

Geddes  v.  Anaconda  Copper  Mining  Co.,  254  IT.  S.  590, 
599  (1921),  contains  the  classical  and  most  frequently  cited 
formulation  of  the  doctrine : 

"The  relation  of  directors  to  corporations  is  of  such 
a  fiduciary  nature  that  transactions  between  boards 
having  common  members  are  regarded  as  jealously  by 
the  law  as  are  personal  dealings  betw^een  a  director 
and  his  corporation;  and  where  the  fairness  of  such 
transactions  is  challenged,  the  burden  is  upon  those 
who  would  maintain  them  to  show  their  entire  fair- 
ness; *  *  *  This  court  has  been  consistently  em- 
phatic in  the  application  of  this  rule,  which,  it  has 
declared,  is  founded  in  soundest  morality  and,  we  now 
add,  in  the  soundest  business  policv.  Twin-Lick  Oil 
Co.  V.  Marburv,  91  U.  S.  587,  588;  Thomas  v.  Brown- 
ville.  Ft.  K.  &  P.  R.  Co.,  109  U.  S.  522;  AVardwell  v. 
Union  P.  R.  Co.,  103  V.  S.  651,  658:  Corsicana  Nat. 
Bank  V.  Johnson,  251  V.  S.  68." 

The  rule  is  of  universal  application.  It  has  been  recog- 
nized by  this  Court,  Geddes  v.  Anaconda  Copper  Mining 
Co.,  245  Fed.  225,  235-6  (C.  C.  A.  9,  1917),  rev'd  on  other 
grounds  254  V.  S.  590,  in  holding 

"that  upon  principle  contracts  between  corporations 
having  a  common  director  should  be  regarded  very 
much  as  are  contracts  between  individual  directors 
and  their  corporations,  and  that  while  such  contracts 
are  not  prohibited,  and  are  not  prima  facie  void  or 
fraudulent,  they  are  voidable,  and  tliat  the  burden 
rests  upon  those  who  seek  to  sustain  them  to  show 
clearly  and  satisfactorily  that  tliey  are  entirely  fair 
and  free  from  wrong." 

The  law  is  the  same  in  Delaw^are,  where  plaintiff  is 
organized;  in  California,  where  defendant  is  incorporated; 
in  New  York,  wiiere  plaintiff's  officers  functioned  and  the 
returns  were  filed;  and  in  other  jurisdictions  throughout 
the  land. 
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Keenan  v.  EsUeman,  23  Del.  Ch    '^?A   HZ  A   ^  Atl 
2d  904  (S.  Ct,  1938);  '  '"        " 

Kennedy  v.  Emerald  Coal  £  Coke  Co.,  42  Atl    2d 
398,402  (S.  Ct,  Del,  1944); 

Goodell  V.  Verdugo  Canon  Water  Co.,  138  Cal   308 
71  Pac.  354  (1903); 

Title  Ins.  (£}  Tr.  Co.  v.  California  Development  Co 
171  Cal.  173,  205-6,  152  Pac.  542  (1915) ; 

Chelrob  v.  Barrett,  293  N.  Y.  442  460-2  57  N  F 
2d  825  (1944);  '  ^'         •      • 

Globe  Woolen  Co.  x.  Utica  G.  S  E.  Co  224  N  Y 
483,  489-90,  121  N.  E.  378  (1918,  Cardozo,  J.); 

Mayflower  Hotel  Stockholders  Protective  Commit- 
tee V.  May-flower  Hotel  Corp.,  173  F.  2d  416,  418- 
423  (App.  D.  C,  1949,  ^v^{\^  nnmerons  references). 

The  rule  rests  on  wisdom,  as  old  as  Holv  Writ,  that  "no 
man  can  faithfully  serve  two  masters,  whose  interests  are 
or  may  be  in  conflict";  San  Diego  v.  San  Diego  £  L  A   B 
Co    44  Cal.  106,  113  (1872).    Just  as  there  is  danger  that 
a  director,  m  dealing  with  his  corporation,  will  favor  his 
personal  interests,  so  in  transactions  between  interlockin^r 
corporations  "the  danger  to  be  avoided  is  that  a  director 
or  group  of  directors,  common  to  two  corporations,  may, 
for  reasons  of  self-interest,  favor  one  of  the  entities  in  its 
jdeahngs  with  the  other";  Mayflower  Hotel  case,  supra,  173 
[J^.  -d,  at  420.     Hence,  courts  impose  "the  most  careful 
scrutiny  of  transactions  between  the  corporations  repre- 
sented by  common  directors,  to  the  end  that  in  the  absence 
ot  arm's  length  bargaining,  the  scales  mav  not,  even  through 
mistake  or  inadvertence,  be  unfairly  tipped  to  one  side  oi- 
the  otlier";  Chelroh  v.  Barrett,  supra,  293  N.  Y.,  at  461 

Hence  we  contend  that  the  mere  fact  of  the  duality  of  the 
parties'  personnel  subjected  defendant,  in  its  dealings  with 
plamtiff,  to  the  strict  duty  to  treat  plaintiff  with  the  hio-h- 
■ist  degree  of  fairness  and  lovaltv.  ^ 
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(b)  But  even  beyond  the  mere  duality,  defendant's  duty 
was  here  further  strengthened  by  the  dominant  role  which 
it  assumed  in  the  tax  transactions.  We  need  not  repeat 
that  the  decision  to  use  plaintiff's  tax  credit  for  the  elimi- 
nation of  defendant's  taxes  was  made  by  defendant,  not  by 
plaintiff;  that  plaintiff's  board  was  never  consulted;  and 
that  Curry,  who  signed  the  returns  and  the  refund  claim, 
while  nominally  president  of  plaintiff,  was  actually  but  a 
clerk  and  office  manager,  a  full-time  emplo^^ee  of  defend- 
ant, in  the  exclusive  pay  of  defendant,  acting  at  the  behest 
of  defendant  conveyed  to  him  by  tax  counsel  for  defendant. 

One  who,  like  defendant,  takes  such  dominant  part  in 
the  affairs  of  anotlier  becomes  his  fiduciary.  Thus  a  stock- 
holder, not  ordinarily  a  fiduciary  of  his  corporation,  is 
treated  as  sucli  in  any  transaction  in  v/hich  he  dominates 
the  corporation's  conduct;  Pepper  v.  Litton,  308  U.  S.  295, 
306  (1939);  Kavanaugh  v.  Kavanmtgl)  Knitting  Co.,  226 
N.  Y.  185,  194-5,  123  N.  E.  148  (1919).  A  non-stockholder 
wielding  such  influence,  no  matter  by  what  means,  is  sub- 
ject to  the  same  duties.  "It  is  the  fact  of  control  *  *  *^ 
not  the  particular  means  by  which  or  manner  in  which  the 
control  is  exercised,  that  creates  the  fiduciary  obligation"; 
Southern  Pacific  Co,  v.  Bogert,  250  F.  S.  483,  492  (1919, 
Brandeis,  J.). 

Thus  in  Title  Insurance  S  Trust  Co.  v.  California  Devel- 
opment Co.,  171  Cal.  173,  152  Pac.  542  (1915),  the  Southern 
Pacific  Company  held  no  stock  in  the  Development  Com- 
pany, but  had  made  large  loans  to  it,  reserving  the  right 
to  appoint  three  of  the  latter's  seven  directors.  This  was 
held  to  have  placed  the  Southern  Pacific  Company  "in  a 
position  of  effective  domination"  over  the  Development 
Company  (171  Cal.,  at  205).    The  Court  went  on: 

"Having  such  control  and  dominion  *  *  *,  the  South- 
ern Pacific  Company  occupied  a  fiduciary  relation  to- 
ward the  California  Development  Company  and  its 
stockholders  and  creditors.  *  *  *  The  Southern  Pa- 
cific Company,  by  thus  taking  control  of  the  director- 
ate and  the  business  of  the  development  company,  ren- 
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dered  itself  subject,  uf  least,  to  tlie  re.sti-ictioiis  wl,l,.), 

The  present  defendant's  domination  of  plaintiff  in  their 
tax  transactions  was  no  less.  It  follows  inevitably  that 
defendant  owed  plaintiflf  the  strictest  duties  of  a  fiduciary! 

2.    Scope  of  the  duality  rule. 

Defendant  does  not  deny  that  the  parties  operated  under 
n  e  aT  ^n1  '""r^<^'"-*«  •  "«^-  <^'><'^  "  Question  the  duality 
1  e,  Z        I  ■        "'"''i'"  "'  «on>^eqnences,  defendant  ar- 
^rafted  n^    «"  <^^*=''Pt'«"!  ^^^i*'  "  says,  should  here  be 
0    the^'Z  '"'""*  ''''"'■'"'■>■  ^t-^dards-iu  defiance 

tide     •™;™"P™""^'"g.  "Sidity  [which]  has  been  the  at- 
tude  of  courts  of  equity  when  petitioned  to  undermine 
the  rule  of  undivided  loyalty  by  the  'disintegrating  erosion' 

458,  464,  164  N.  E.  545  (1928,  Cardozo,  .1.). 

We  shall  briefly  discuss  defendant's  claimed  exceptions. 

(a)  Goo,l  faith.  Defendant  says  that  the  dual  personnel 
was  honest  and  free  from  evil  motive.  But  judicial  sZ- 
tm\  of  the  fairness  of  a  transaction  between  interlockino- 
corporations  will  not  be  forestalled  by  a  showing  that  th^ 
conunon  officers  acted  honestly  and  in  good  faith 

Chelrob  v.  Barrett,  supra,  293  N.  Y    at  460  2  • 
Overfield  v.  Pennroad  Corp.,  42  P.'supp.  586,  610 

we  P."2d  88^9;''"'  ""'''  "''"  ""  "*"  -"•■"""'^'^ 
Blum  v.  FlehkJiacker,  21  P.  Supp.  527,  333  (D    C 

N.  D.  Cal.,  1937),  mod.  and  aff'd  109  F    M  54^' 

cert.  den.  311  U.  S.  665;  •  -        ■- 

Bernheim  v.  Louisville  Property  Co     185  Kv    R-i 

73,  214  S.  W.  801  (1919).  "  •'      ' 
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In  each  of  these  cases  the  courts  paid  tribute  to  the 
good  faith  and  honesty  of  the  dual  actors  as  well  as  to  their 
independence  and  freedom  from  domination;  they  simul- 
taneously imposed  the  fiduciary  duty  to  deal  fairly  and 
found  its  breach. 

Indeed,  the  rule  could  not  be  otherwise.  Duality  works 
in  an  insidious  fashion.  Even  if  it  does  not  corrupt  the 
honesty  of  the  dual  agent,  it  may  insensibly  dampen  the 
exertion  of  his  best  skill  and  ingenuity.  Thus  defendant 
here  asserts  that  dual  tax  counsel  never  had  any  thought 
of  plaintiff's  right  to  the  tax  savings  (R.  1433,  1473-5). 
Assuming  these  protestations,  they  merely  emphasize  the 
deadly  effect  of  divided  allegiance.  For  the  evidence  shows 
that  tax  counsel  had  at  hand  all  the  information  which 
might  lead  him  to  the  realization  of  plaintiff's  rights,* 
His  failure  to  realize  them  may  well  have  been  due  to  a 
lack  of  wholehearted  devotion  to  plaintiff's  cause.  To  say 
whether  it  was  or  not,  would  involve  that  "calculus  of 
probabilities  [which]  is  beyond  the  science  of  the  chancery", 
Meinkard  v.  Salmon,  supra,  249  N.  Y.,  at  465.  Hence  the 
rigid  rule  of  prophylaxis  which,  in  the  presence  of  duality, 
requires  absolute  fairness,  regardless  of  subjective  honesty 
and  good  faith. 

(b)  Absence  of  secrecy.  Defendant  denies  any  attempt 
to  conceal  the  tax  transaction  from  plaintiff.  But  dealings 
between  interlocking  companies,  unless  found  altogether  ■ 
fair,  will  not  be  saved  by  the  absence  of  secrecy.  As  held 
in  Blum  v.  Fleishhacker,  supra,  21  F.  Supp.,  at  533,  "tlie 
question  of  secrecy  is  immaterial.  *  *  *  the  publicity  alone 
of  an  illegal  or  unauthorized   act  of  the  directors   of  a  < 


*  As  we  shall  later  show,  the  problem  of  an  inter-company  adjust- 
ment of  tax  savings  was  not  uncommon.  It  arose,  just  during  the 
critical  period,  under  the  S.E.C.'s  Rule  U-45  (b)(6)  and  was  treated 
in  several  S.E.C.  decisions.  In  1943.  Polk  was  familiar  with  Rule 
U-45 (b)(6)  and  referred  to  it  in  giving  advice  concerning  the  tax 
allocation  of  the  Western  Pacific  group  (R.  1466-7).  Copies  of  the 
S,E.C.  decisions,  discussed  below,  were  received  by  Polk's  firm  at  the 
time  thev  were  released  between  June,  1943  and  January.  1945  (R. 
1467-8).' 
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corporation  does  not  make  it  legal   or   valid".     Accord: 
Goodell  V.  Verdugo  Canon  Water  Co.,  snpra,  138  Cal.,  at 

O-Lrr. 

Moreover,  as  to  the  alleged  absence  of  secrecv  it  migjit 
be  noted  that  defendant  was  quite   reluctant  to  disclose 
Its  use  of  plaintiff's  tax  credit.     It  will  be  recalled  that, 
when  defendant  resolved  to  pay  no  taxes  for  1943,  it  simul- 
taneously decided  to  create  a  tax  reserve;  but  this  reserve 
was  to  be  hidden  under  the  unrevealing  designation  "Re- 
serve for  Road  Improvements"  (PI.  Ex.  53,  R    1770-  Int 
Ex.  Ident.  19,  R.  2155-6).    This  camouflage  proved  unfeas- 
ible; but  defendant  nevertheless  issued  a  directive  to  its 
officers  to  withhold  all  information  regarding  the  source  of 
its  tax  saving  (Int.  Exs.  Ident.  18-B  and  18-C,  R.  2152-4). 
The  first  public  disclosure  was  defendant's  1943  report  to 
lis  stockholders  (PI.  Ex.  20-B)  which,  although  dated  lAfay 
1944,  was  not  released  until  July,  1944  (R.  1278)— too  late 
for  any  independent  stockholder  of  plaintiff  to  take  action 
before  the  1943  tax  returns  were  filed  on  July  15,  1944. 
(c)  Origin  of  dualiUj.     Defendant   savs   that   plaintiff 
cannot   invoke    the    duality   rule    because    plaintiff   itself 
created  the  duality.    The  argument  assmnes  that  plaintiff 
appointed  defendant's  officers  and  directors  and  therefore 
cannot  complain  of  their  identity  with  its  own  management. 
Actually,    however,    plaintiff   had,    during    the    critical 
period,  no  say  in  the  selection  of  defendant's  management. 
During  defendant's  reorganization,  its  trustees,  directors 
land  officers  were  appointed  by  the  bankruptcy  court.    And 
jafter  defendant  emerged  from  reorganization  in  December, 
1944,  its  management  was  selected  bv  its  new  stockholders' 
not  by  plaintiff. 

In  any  event,  it  is  immaterial  who  created  the  duality. 
There  is  nothing  invidious  about  interlocking  managements 
|as  such.  Indeed,  "business  convenience  manv  times  requires 
iinterlocking  directorates";  3  Fletcher  Cijc.  Corp  (Perm 
|Ed.,  1947)  ^  961,  p.  433.  But  once  duality  is  created— no 
iintter  by  whom  or  how  innocently— it  subjects  the  entities 
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to  fiduciary  standards  in  their  dealings  with  each  other; 
In  re  James  Estate,  86  N.  Y.  S.  2d  78  (Surr.  Ct.,  1948). 
Even  though  a  parent  corporation,  for  business  conveni- 
ence, has  created  duality,  nevertheless  it  is  held  protected 
from  unfair  treatment  in  transactions  with  its  owm  sub- 
sidiary. Potter  v.  Sanitary  Co.  of  America,  22  Del.  Ch. 
110,  194  Atl.  87  (1937) ;  Bamo  Kentucky  Co.'s  Receiver  v. 
National  Bank  of  Kentucky's  Receiver,  281  Ky.  784,  137 
S.  W.  2d  357  (1939). 

(d)  Officers  of  the  court.  During  defendant's  reorgani- 
zation, its  affairs  were  managed  by  two  court-appointed 
bankruptcy  trustees ;  and  defendant's  dual  employees  were, 
technically,  the  employees  of  the  trustees.  Defendant  as- 
serts that  the  normal  duty  of  the  court  to  review  transac- 
tions consummated  by  dual  actors  does  not  apply  where 
the  dual  actors  are,  or  work  for,  trustees  appointed  by  the 
court.  This  is  said  to  be  so  because  a  court-appointed 
trustee  has  no  personal  ax  to  grind;  no  self-interest;  no 
concern  except  to  be  just  and  objective. 

This  contention  is  novel ;  it  is  contrary  to  common  sense ; 
and  it  is  contrary  to  the  authorities.  Defendant  in  effect 
argues  that  the  unfairness  found  by  the  courts  in  the 
Chelroh,  Pennroad  and  Bernheim  cases,  supra,  would  have 
])een  beyond  the  power  of  the  court  to  redress  if  the  dual 
management  had  been  appointed  or  employed  by  a  court 
trustee.  We  believe  that  the  strict  supervision  exercised 
by  a  court  over  its  officers  argues  for  the  opposite  con- 
clusion. 

In  Koral  v.  Sai'ory,  Inc.,  276  N.  Y.  215,  11  N.  E.  2d  883 
(1937),  a  stockholder  brought  a  derivative  action  on  behalf 
of  a  corporation  whose  affairs  were  in  the  hands  of  a  court- 
appointed  receiver.  A  demand  by  the  plaintiff  that  the 
receiver  bring  the  suit  had  been  refused.  The  defendants 
demanded  dismissal  of  the  action  as  an  improper  interfer- : 
ence  with  the  discretion  exercised  by  the  receiver.  But 
the  court  sustained  the  complaint  (276  N.  Y.,  at  220)  : 
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"Here  the  coiiiplaint  alleges  facts  which,  if  true, 
show  that  the  refusal  is  not  due  to  an  'unprejudiced 
exercise  of  judgment,'  but  on  the  contrary  that  the 
receiver  is  a  clerk  in  the  office  of  the  attorneys  for  the 
defendants  and  that  his  primary  interest  is  to  prevent 
the  corporation  from  redressing  the  wrongs  commit- 
ted by  the  clients  of  his  employer/' 

The  court  thus  unhesitatingly  applied  the  rule  of  duality 
to  an  officer  appointed  by  the  court ;  and  the  same  course 
has  been  adopted  whenever  the  question  arose.  In  re  Los 
Angeles  Lumber  Products  Co.,  46  F.  Supp.  77,  88  (D.  C, 
S.  D.  Cal.,  19-1:1) ;  In  re  James  Estate,  supra,  86  N.  Y.  S. 
2d  78:  BrincJcerhof  v.  Bostivich,  88  N.  Y.  52,  60  (1882). 

3.    Application  of  the  fiduciary  rule  to  tax  transactions. 

Fiduciaries  who  mishandle  a  company's  tax  affairs  or 
derive  private  tax  advantages  from  their  management  of 
the  company's  tax  business,  are  subject  to  the  same  account- 
ability as  in  other  transactions  with  their  cestuis. 

Commercial  National  Bank  in  Shreveport  v.  Par- 
sons, 144  F.  2d  231,  236-7  (C.  C.  A.  5,  1944),  reh. 
den.  145  F.  2d  191,  cert.  den.  323  U.  S.  796; 

Leslie  v.  Commercial  National  Bank  in  Shreveport, 
28  F.  Supp.  927,  933  (D.  C,  W.  D.  La.,  1939) ; 

Commercial  National  Bank  in  Shreveport  v.  Con- 
nolly, 176  F.  2d  1004  (C.  C.  A.  5,  1949),  reh.  den 
177  F.  2d  514; 

Truncale  v.  Universal  Pictures  Co.,  76  F.  Supp  465 
(D.  C,  S.  D.  N.  Y.,  1948) ; 

Mahler  v.  Oishei  (N.  Y.  Co.  Index  No.  28485,  N.  Y. 
Sup.  Ct,  Nov.  12,  1947),  reviewed  61  Harvard  L 
Rev.  1058  (1948). 

Thus,  in  the  Shreveport  Bank  cases,  supra,  the  "old 
^junk"  had  transferred  certain  real  estate  to  the  "new 
hank"  as  collateral  security  for  claims  of  the  new  bank. 

nder  the  applicable  tax  laws  of  Louisiana,  a  corporation 
•wning  real  estate  was  entitled  to  certain  tax  deductions. 
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The  new  bank,  as  the  technical  legal  owner  of  the  afore- 
said real  estate,  claimed  and  procured  such  tax  savings. 
But  the  courts  held  that  the  real  estate  belonged  equitably 
to  the  old  bank ;  that  the  new  bank  was  the  fiduciary  of  the 
old ;  and  that  it  must,  therefore,  account  for  all  private  tax 
savings  which  it  procured  in  the  conduct  of  its  fiduciary 
activities : 

"The  dominant  officers  of  the  new  bank  were  the  di- 
rectors of  the  old,  and  thev  were  doublv  bound  to  treat 
the  latter  fairly."    (144  F.*  2d,  at  236)  ' 

"There  can  be  little  question  but  that  the  relation  of 
the  new  Bank  to  the  old  and  the  administration  of  the 
property  and  estate  intrusted  to  the  former,  was  one 
requiring  the  utmost  good  faith  and  constituted  it  an 
agent,  trustee  or  fiduciary.  *  *  *  xt  could  not  profit 
therefrom  in  any  manner  *  *  *. 

"  *  *  *  the  new  Bank  *  *  *  should  not  be  allowed  to 
take  credit  for  the  taxes  paid  under  the  circumstances 
of  this  case."    (28  F.  Supp.,  at  938) 

In  the  Truncale  case,  supra  (76  F.  Supp.  465),  the  di- 
rectors of  a  corporation  had  exercised  options  to  buy  the 
corporation's  stock  at  prices  far  below  its  market  value. 
The  difference  between  the  market  value  and  the  purchase 
price  constituted  taxable  income  to  the  directors  and,  at 
the  same  time,  a  tax-deductible  expense  to  the  corporation. 
The  directors,  in  violation  of  their  fiduciary  duties,  caused 
the  corporation  to  waive  its  right  to  this  tax  deduction; 
the  corporation's  waiver  enabled  the  directors  to  save  sub- 
stantial amounts  of  their  private  taxes.  The  directors 
Avere  held  accountable  to  the  corporation  for  their  tax 
savings,  although  the  amount  of  their  savings  far  exceeded 
the  tax  detriment  which  the  corporation  had  sustained  by 
reason  of  its  waiver. 

The  present  case  likewise  involved  a  tax  transaction  be- 
tween plaintiff  and  defendant.  Plaintiff  and  defendant 
had  to  agree  to  join  in  the  consolidated  returns,  plaintiff 
by  electing  to  file  them,  defendant  by  giving  its  consent.  By 
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filing  tlie  returns,  plaintiff  made  the  tax  credit  arising 
from  its  stock  loss  available  to  reduce  defendant's  taxes; 
plaintiff  surrendered  thereby,  pro  tanto,  its  privilege  to 
use  its  tax  credit  as  a  reduction  of  its  own  future  taxes. 
Moreover,  by  filing  the  returns,  plaintiff  subjected  itself 
to  joint  and  several  liability  for  any  taxes  or  tax  deficien- 
cies which  the  Government  might  assess  on  defendant's  in- 
come (Treas.  Reg.  104,  §  23.15(d)).  In  short,  by  joining 
m  consolidated  returns,  the  parties  engaged  in  a  transac- 
tion which  profoundly  affected  their  nmtual  rights  and 
relations. 

We  submit  that,  in  the  light  of  the  duality  of  plaintiff's 
management  and  the  dominant  part  which  defendant 
played  in  the  tax  transactions,  defendant  was  under  the 
fiduciary  obligation  to  treat  plaintiff  with  the  highest  de- 
gree of  fairness  in  these  tax  transactions.  We  proceed  to 
show  that  defendant  breached  this  obligation. 

POINT  II 

Fairness  required  defendant  to  allow  plaintiff  all  or 
at  least  a  substantial  part  of  the  tax  savings. 

Fairness,  whatever  its  other  connotations,  demanded 
that  defendant  refrain  from  taking  ''undue  advantage"  of 
plaintiff.*  The  filing  of  the  consolidated  returns  here  con- 
tcrred  great  advantage— a  $17,000,000  tax  saving— on  de- 
I'cndant,  the  fiduciary.  It  conferred  no  advantage  on  plain- 
tiff, the  cestui.  The  transaction  was  thus  unilaterally  ad- 
vantageous to  the  fiduciary.  This,  we  contend,  was  an 
"undue  advantage"  to  defendant.  Fairness  required  de- 
fendant to  make  an  agreement  allowing  plaintiff  a  substan- 
tial share  in  the  benefits  procured  by  their  Joint  action. 

A  more  detailed  analysis  will  sup])ort  oni-  contention. 

"  Shcchan  v.   Rrhc,  77  App.   Div.    1/6,  79   M.   Y    S    4^    4S    i\<\ 
i>'Pt..  1902).  ■      ■       •     '    "-"1 


The  purpose  of  the  tax  law  was  to  benefit  plaintiff. 

The  fairness  of  a  transaction  allocating  tax  benefits 
between  two  private  parties  will  in  considerable  measure 
depend  upon  the  purj^ose  of  the  tax  law  which  creates  the 
benefit.  Thus  if  the  enjoyment  of  the  $17,000,000  tax  sav- 
ing by  defendant,  and  the  denial  of  any  share  therein  to 
plaintiff,  accorded  with  the  purpose  and  philosophy  of 
the  tax  law,  then  there  is  much  to  be  said  for  the  fairness 
of  the  transaction  as  between  the  parties.  If,  however, 
defendant's  enjoyment  of  the  tax  saving  was  a  mere  A\ind- 
fall  to  it,  made  possible  by  the  letter  of  the  tax  statute, 
but  unsupported  by  its  underlying  purpose;  and  if  plain- 
tiff's enjoyment  of  those  savings  would  more  nearly  fulfill 
the  statutory  purj^ose ;  then  an  agreement  allowing  plaintiff 
all  or  a  substantial  share  would  indeed  be  fair. 

A  brief  discussion  of  the  applicable  tax  laws  and  theii' 
purpose  is  therefore  necessary. 

1.  The  purpose  of  ^23{g){4)  of  the  Internal  Revenue 
Code. 

Prior  to  1938  a  loss  resulting  from  the  worthlessness 
of  stock  held  ])y  a  taxpayer  was  fully  deductible  for  tax 
purposes.  In  1938  the  Code  was  amended  to  make  such 
losses  "capital  losses",  deductible  only  from  capital  gains. 
In  1942,  however,  §  23(g)  (4)  was  added  to  the  Code,  pro- 
viding that  a  loss  sustained  through  the  worthlessness  of 
the  stock  of  an  affiliate  constitutes  an  ordinary  loss,  un- 
restrictedly available  as  a  tax  deduction  from  any  kind  of 
income  (R.  267-8). 

Defendant's  stock  held  by  plaintiff  became  worthless  in 
1943;  and  under  §  23(g)  (4),  plaintiff  could  use  this  stock 
loss  as  a  tax  deduction. 

As  stated  by  the  Court  below  (R.  268),  the  legislative 
history  of  §  23(g)(4)  throws  no  light  upon  its  purpose  and 
philosophy.      That   purpose,   however,   would   seem   to   be 


3a 

self-evident:  The  new  section  was  designed  to  mitigate 
tlie  economic  impact  of  such  a  stock  loss.  Accordingly  the 
authorities,  moie  fully  discussed  below,  recognize  that, 
realistically,  the  tax  saving  resulting  from  a  stock  loss 
should  be  viewed  as  a  partial  offset  to  such  loss;  Matter 
of  Consolidated  Electric  rf  Gas  Co.,  15  S.  E.  C.  IGI,  1G4 
(1943). 

Since  in  this  case  the  loss  was  sustained  by  plaintiff, 
the  tax  credit  arising  therefrom  was  likewise  designed  for 
plaintiff,  in  order  to  offset  its  loss. 

Plaintiff's  management  failed  to  take  any  step  to  effectu- 
ate this  purpose.  Its  sole  interest  was  to  make  plaintiff's 
tax  credit  availaljle  to  defendant.  This  objective  was 
accomplished  through  the  filing  of  consolidated  tax  returns, 
with  the  result  that  plaintiff's  tax  credit  was  not  used  to 
mitigate  plaintiff's  loss  but  to  confer  upon  defendant  what 
the  Court  below  called  an  "amazing  and  undeserved''  tax 
benefit  (E.  276). 

This  diversion  of  the  tax  credit  from  plaintiff  to  de- 
fendant was  not  only  contrary  to  the  pui-pose  of  §  23(g)  (4)  : 
it  was  also,  as  we  now  proceed  to  show,  contrary  to  th<> 
purpose  of  consolidated  returns. 

2.    The  purpose  and  mechanics  of  consolidated  retitrns. 

(a)   Consolidated  tax  returns  are  permitted  by  §  141  of 
the  Internal  Revenue  Code  and  are  governed  by  regulations 
issued  by  the  Conunissioner  of  Internal  Eevenue.     These 
returns  may  be  filed  by  an  ''afliliated  group  of  corpora- 
I  tions"  interconnected  by  at   least  95%    stock   ownership. 
I  The  privilege  of  filing  consolidated  returns  is  designed  for 
1  the  protection  and  benefit  of  the  common  ownei-,  or  parent, 
of  the  affiliated  group.     Without  consolidated  returns,  the 
investor,  that  is,  the  parent  company,  investing  in  two  sub- 
sidiaries, one  profitable,  and  the  other  a  losing  pro])osition, 
would  have  to  pay  a  tax  on  the  income  from  its  good  in- 
vestment, without  being  able  to  deduct  its  loss  from  the 
•lad  one.     The  rationale  of  consolidated  I'eturns 
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"is  the  recognitiou  of  tliis  common  o\Mier's  right  to 
set  off  against  Ms  gains  in  the  one  [corporation]  his 
losses  in  the  other  [corporation]": 

Duke  Poirer  Co.  t.  Commissioner,  44  F.  2d  543,  o45 
(C.  C.  A.  4.  1930),  cert.  den.  283  U.  S.  903. 

The  underlying  jjrinciple  has  been  well  stated  by  the 
Court  belo\\-  (K.^269): 

'*  *  *  *  the  philosophy  of  the  consolidated  return  is 
to  disregard  the  corporate  entity  and  to  tax  as  a  single 
business  or  economic  unit  what  really  is  a  business 
unit  *  *  *.  It  treats  an  affiliated  group  of  corpora- 
tions as  one  business  enterprise,  the  various  affiliates 
being  considered  as  if  they  were  branch  offices  of  the 
main  business  establishment.  The  income  from  all 
units  is  considered  as  a  single  income  and  the  losses 
of  all  units  are  treated  as  a  sinsrle  loss.  (Citing  au- 
thorities).*' 

The  same  thought  is  clearly  expressed  in  the  Report  of 
the  Senate  Finance  Committee,  70th  Cong.,  1st  Sess.,  S.  E. 
960,  p.  14  (1928),  cjuoted  in  Sprecl-els  Co.  v.  Commissioner. 
41  B.  T.  A.  370,  375  (1940): 

"The  permission  to  file  consolidated  returns  by 
affiliated  corporations  merely  recognizes  the  business 
entity  as  distinguished  from  the  legal  corporate  entity 
of  the  business  enterj^rise.  *  *  *  The  mere  fact  that 
by  legal  fiction  several  corporations  oAvned  by  the  same 
stockholders  are  separate  entities  should  not  obscure 
the  fact  that  they  are  in  reality  one  and  the  same 
business  owned  by  the  same  individuals  and  operated 
as  a  unit.  To  refuse  to  recognize  this  situation  and  to 
require  for  tax  purposes  the  breaking  up  of  a  single 
business  into  its  constituent  parts  is  just  as  unrea- 
sonable as  to  require  a  single  corporation  to  report 
separately  for  tax  purposes  the  gains  from  its  sales 
department,  from  its  manufacturing  activities,  from 
its  investments,  and  from  each  and  every  one  of  its 
agencies." 
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Accord : 

Handy  d-  Uarrnan   v.   Burnet,   284   V.   S.    136,   14U 

(1931); 
Atlantic  City  Electric  Co.  v.  Commissioner,  288  U.  S. 

152,  154  (1933); 
Alameda  Investment  Co.  v.  McLaughlin,  28  F.  2d 

81,  82  (D.  C,  N.  D.  CaL,  1928),  aff'd  33  F.  2d  120 

(C.  C.  A.  9,  1929). 

Consolidated  returns  are  thus  permitted  for  the  benefit 
of  the  "common  owner"  of  the  affiliated  enterprise,  that  is, 
the  parent  corporation.  They  are  not  permitted  for  the 
benefit  of  the  subsidiaries.  If  a  subsidiary  operates  profit- 
ably it  has  no  ground,  in  its  own  person,  to  seek  a  reduction 
of  its  taxes,  even  though  its  parent,  or  another  subsidiary 
of  the  parent,  has  sustained  a  loss;  for  such  loss  cannot 
affect  the  financial  position  of  the  profitable  subsidiary. 
But  otherwise  the  common  parent;  in  an  economic  sense, 
the  profits  of  each  member  of  the  group  are  the  profits 
of  the  i)arent,  and  the  losses  of  each  member  of  the  grou]) 
are  the  losses  of  the  parent;  the  right  to  offset  such  losses 
and  profits  against  each  other  is  therefore  the  parent's 
right,  created  in  the  interest  and  for  the  benefit  of  the 
parent.  As  stated  in  the  Alameda  case,  supra  (28  F.  2d, 
at  82),  ''The  benefit  of  the  statute  extends  to  him  on  whom 
is  the  hazard  of  the  several  enterprises",  that  is,  the  parent. 
It  is  true  that  consolidated  returns  may  also  redound 
to  the  advantage  of- the  subsidiary.  Thus  where  a  losing 
parent  files  a  consolidated  return  for  itself  and  a  profitabl(> 
subsidiary,  the  latter's  taxes  may  be  reduced.  But  this 
tax  advantage  is  not  allowed  for  the  subsidiary's  sake.  It 
^  is  allowed  for  the  ])arent's  sake  which,  normally,  gets  the 

!  full  ])enefit  of  the  subsidiary's  tax  savings  by  the  automatic 
operation  of  economic  factors — either  through  the  increased 
value  of  the  parent's  stock  in  the  subsidiary  or  tlirougli  tli(^ 

'declaration  of  dividends. 
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(b)  In  the  present  case,  however,  this  intended  benefit 
to  the  parent  through  the  automatic  upstream  flow  of  the 
subsidiary's  tax  savings  to  the  parent  was  stopped  entirely. 
For  the  Supreme  Court's  decision  of  March  15,  1943  had 
destroyed  plaintiff's  equity  in  defendant,  so  that  plaintiff, 
although  under  the  tax  law  the  intended  beneficiary  of  its 
subsidiary's  tax  saving,  received  no  benefit  whatever. 
Instead,  defendant,  the  profit-making  subsidiary,  reaped 
the  entire  benefit  of  a  loss  it  had  never  suffered. 

(c)  How  was  this  anomalous  result  possible  under  the 
tax  law  I  The  answer  lies  in  the  history  and  phraseology 
of  the  consolidated  return  statute. 

Originally  consolidated  returns  were  regulated  in  strict 
accordance  with  their  underlying  purpose:  They  could 
be  filed  only  by  a  group  of  affiliated  corporations  actually 
constituting  an  economic  unit.  See  Umfed  States  v.  Cleve- 
land, P.  S  E.  R.  Co.,  42  F.  2d  433  (C.  C.  A.  6,  1930),  setting 
forth  the  early  history  of  consolidated  return  law.  In  such 
an  economic  unit  the  automatic  upstream  flow  of  a  sub- 
sidiary's tax  saving  to  the  parent  was  necessarily  assured. 
But  the  statutory  definitions  of  economic  unity  proved  so 
vague  as  to  be  imworkable,  leading  to  confusion  and  exten- 
sive litigation.  In  the  interest  of  administrative  con- 
venience the  test  of  affiliation  was  therefore  simplified: 
The  legal  ownership  by  one  corporation  of  at  least  95% 
of  the  stock  of  another  corporation  was  made  the  sole  test 
of  affiliation  (Internal  Revenue  Code,  §  141(a)).  Once  this 
requirement  is  met,  consolidated  returns  may  be  filed  even 
though,  in  exceptional  cases,  there  is  no  economic  unity  so 
that  the  purpose  of  consolidated  returns  is  not  achieved.* 

The  present  is  such  an  exceptional  case.  Indeed,  defend- 
ant itself  and  its  tax  counsel  recognized  its  "unusual"  and 
"paradoxical"    character    (K.    512,    1760).      The    economic 


*  Burnet  v.  Aluminum  Goods  Mfg.  Co.,  287  U.  S.  544  (1932); 
George  A.  Fuller  Co.  v.  Commissioner,  92  F,  2d  72  (C.  C.  A.  2. 
1937)  ;  Trinity  Buildings  Corp.  v.  Commissioner,  40  B.  T.  A.  1315 
(1939). 
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unity  ])etweon  plaintiff  and  defendant  was  severed  by  the 
Supreme  Court's  approval  of  defendant's  reorganization 
plan  on  ISIarch  15,  1943.  But  plaintiff  still  eontinued  to 
own  all  of  defendant's  stock;  for  defendant's  reorganiza- 
tion i)lan  was  not  yet  consunnnated ;  and  until  consumma- 
tion, defendant's  stock  held  by  plaintiff  was  legally  valid. 
This  stock  OAvnership,  although  economically  a  fiction,  pro- 
vided the  legal  affiliation  sufficient  foi-  the  filing  of  con- 
solidated returns. 

(d)  While  these  tax  transactions  w^ere  thus  proper  so 
far  as  the  Government  was  concerned,  it  does  not  follow 
that  the  results  were  fair  as  between  the  parties.  In  de- 
termining their  fairness,  equity  is  concerned  with  realities 
rather  than  fictions.  The  fact  is  unshakable  that  defend- 
ant realized  a  $17,000,000  tax  saving,  not  because  of  a  loss 
of  its  own,  but  because  of  a  loss  of  plaintiff.  The  fact  is 
unshakal)le  that  the  consolidated  returns,  although  ijrop- 
erly  filed,  failed  to  achieve  the  statutory  purpose  of  bene- 
fiting i)laintiff,  the  parent  of  the  affiliated  group.  And  the 
fact  is  unshakable  that  the  tax  credit  arising  from  plain- 
tiff's stock  loss  was  designed  to  mitigate  tliat  loss,  not  to 
confer  a  huge  and  undeserved  advantage  on  defendant. 
In  short,  all  reasons  of  statutory  purpose,  economic  logic 
and  common  fairness  point  to  fjlaintiff  as  the  intended  l)ene- 
lieiary  of  these  tax  savings.  Not  a  single  reason  justifies 
their  retention  by  defendant.  In  defendant's  hands,  these 
tax  savings  are  a  windfall,  without  economic  rll^^ne  or 
reason — a  perversion  of  the  purposes  of  the  tax  laws. 

Had  plaintiff's  affairs  been  in  the  hands  of  an  unbiased 
and  independent  management,  intent  solely  on  plaintiff's 
interest,  it  might  Avell  have  I'ejected  so  anomalous  and  un- 
warranted a  result.  It  was  free  to  i-efrain  from  filing 
consolidated  returns;  for,  under  the  tax  laws,  plaintiff's 
was  the  choice  to  file  consolidated  or  separate  returns;  and 
if  plaintiff,  the  jiarent  corporation,  ''decided  that  its  best 
interests  re(iuired  filing  by  it  of  a  separate  retuiii,  no  i)ro- 
vision   of  the  law  denied    it    this    pi-ivilege" ;    Dulc   Pnirrr 
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Co.  V.  Commissioner^  supra,  44  F.  2d,  at  545.  An  inde- 
pendent management  of  i3laintiff,  with  these  thoughts  in 
mind,  before  consenting  to  consolidated  returns  and  to  the 
use  of  plaintiff's  tax  credit  by  defendant,  might  well  have 
insisted  on  an  agreement  with  defendant  assuring  plaintiff 
a  fair  share  in  the  dollars  to  be  achieved  by  their  joint 
action.  And  defendant's  management,  if  willing  to  act 
fairly,  would  have  acceded  to  such  a  demand. 

Indeed,  as  we  now  proceed  to  show,  agreements  of  this 
type  are,  and  were  at  the  time,  a  familiar  device  and  had 
repeatedly  received  administrative  sanction. 

B 

Agreements  for  the  fair  allocation  of  tax  savings  among 
afHiliated  corporations  are  well  supported  by  precedent.  1 

The  question  whether  the  tax  benefits  arising  from  con- 
solidated returns  have  been  fairly  allocated  among  affili- 
ated companies  will  rarely  reach  the  cognizance  of  a  court, 
since  ordinarily  the  affiliation  is  too  close  for  inter-com- 
pany controversies.  The  question  has,  however,  arisen 
from  time  to  time  in  the  field  of  public  utility  holding  com- 
panies under  regulations  issued  by  the  Securities  and 
Exchange  Commission.  Although  these  regulations  are 
not  directly  applicable  to  the  present  parties,  their  ad- 
ministration by  the  S.  E.  C.  discloses  the  underl>dng  prin- 
ciples of  fairness  which  sanction  the  present  plaintiff's 
claim. 

The  S.  E.  C.  regulation  most  directly  pertinent  is  the 
Commission's  Rule  TT-45(b)(6),  applicable  to  affiliated 
groups  of  public  utility  companies,  and  specifically  regu- 
lating inter-company  tax  adjustments.  This  rule  directs, 
in  effect,  that  ordinarily  the  consolidated  tax  payable  by  | 
an  affiliated  utility  group  shall  be  allocated  among  the  mem- 
bers of  the  group  in  the  proportion  of  their  respective  net 
incomes,  but  that  deviations  from  this  formula  may  be  per- 
mitted by  the  Commission.  As  stated  by  the  Commission,,  j 
"Rule  IT-45(b)(6)  was  designed  to  effect  a  fair  distribu- 
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tion  of  taxes  based  on  consolidated  returns".*  To  effectu- 
ate this  purpose,  the  Conunission  has  approved  deviations 
from  its  rule  and  permitted  ''tax  saving  payments",  i.e., 
payments  by  a  profitalilo  affiliate  to  a  k)sing  affiliate  for  the 
use  of  the  lattei-'s  tax  credit.  The  Conmiission's  rulings 
and  opinions  are  therefore  significant  on  the  issue  of  fair- 
ness hei'ein. 

Matter  of  Consolidated  Electric  d  Gas  Co.,  15  S.  E.  C. 
161  (1943),  involved  an  affiliated  group  of  utility  companies 
including  a  parent  corporation  (''Consolidated")  and  44 
subsidiaries.  Parent  and  subsidiaries  filed  consolidated 
tax  returns.  The  parent  had  sold  the  assets  of  nine  of  the 
subsidiaries,  sustaining  a  large  loss  on  its  investment 
therein.  This  loss  could  l)o  used  as  a  tax  reduction  by 
reason  of  a  1942  amendment  of  the  Internal  Revenue  Code 
—the  same  amendment  Avhich  qualified  the  present  plain- 
tiff's stock  loss  as  a  tax  deduction.  If  the  loss  sustained 
by  Consolidated  was  utilized  in  the  consolidated  return, 
the  taxes  payable  by  the  affiliated  group  would  be  reduced 
by  more  than  $2,000,000.  Most  of  this  tax  saving  would 
redound  to  the  benefit  of  the  subsidiaries,  only  a  small 
fraction  to  the  direct  benefit  of  the  parent. 

In  order  to  prevent  the  subsidiaries  from  receiving  this 
undeserved  Avindfall  at  the  expense  of  their  parent,  the 
group  members  entered  into  an  agreement  under  which 
the  subsidiaries  were  to  pay  to  their  parent  all  of  the  tax 
savings  resulting  from  the  parent's  cai)ital  loss.  Since  this 
arrangement  was  intrinsically  fair,  tbe  Couuiiission  ap- 
proved it : 

"To  the  extent  that  tax  savings  may  accrue  to  the 
parent  in  connection  with  such  sales," the  result  is  in 
effect  to  reduce  the  amount  of  loss  accruing  to  Con- 
solidated by  virtue  of  the  transaction."  (p.  103) 

*  Matter  of  Cities  Service  Companx  (S.  E.  C.  Holding  Companv 
Act  Release  No.  5535,  January  3.  1945.  File  No.  70-933)  •  see  iu\ra 
D.  46.  '  }     • 
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"Under  all  the  circumstances  we  believe  that  it  is 
more  realistic  to  view  the  tax  savings  as,  in  effect, 
partial  offsets  to  the  capital  loss  otherwise  suffered  by 
Consolidated  in  connection  with  the  sales."   (p.  164) 

Like  considerations  should  control  the  case  at  bar.  The 
present  plaintiff,  like  Consolidated,  sustained  an  extraordi- 
nary capital  loss  giving  rise  to  a  tax  deduction.  The  tax 
deduction  here,  like  that  in  the  Consolidated  case,  was  de- 
signed as  "partial  offset  to  the  capital  loss".  Just  as  it  was 
fair  for  Consolidated  to  collect  from  its  subsidiaries  the 
tax  savings  which  they  obtained  through  Consolidated's 
loss,*  so  it  would  have  been  fair  for  plaintiff  to  obtain  a 
similar  arrangement  with   defendant. 

Indeed,  the  present  case  is  much  stronger  than  Consoli- 
dated. The  Consolidated  group — unlike  the  Western  Pacific 
group — constituted  an  economic  unit.  The  tax  savings  of 
Consolidated's  subsidiaries  thus  enured  automatically  to 
the  benefit  of  the  parent;  and  the  Commission  noted  that 
C^onsolidated  might  have  secured  most  of  the  tax  benefits 
of  its  subsidiaries  through  the  payment  of  dividends  (15 
S.  E.  C,  at  164).  The  permission  for  tax  saving  payments 
w^as  thus  a  matter  of  expediency  rather  than  necessity.  By 
contrast,  the  economic  unity  of  the  Western  Pacific  group 
was  destroyed.  Plaintiff  could  derive  no  automatic  benefit 
from  the  tax  saving  of  defendant;  an  agreement  for  the 
sharing  of  the  tax  savings  was  thus,  not  merely  a  matter 
of  expediency,  but  imperatively  required  in  the  interest 
of  fairness,  to  effectuate  the  "more  realistic"  view  of  the 
tax  savings  as  partial  offsets  to  plaintiff's  capital  loss. 

Matter  of  Cities  Service  Company  (S.  E.  C.  Holding 
Company  Act  Release  No.  5535,  January  3,  1945,  File  No. 
70-988)  contains  an  even  broader  statement  of  the  ap- 
plicable policies.     Cities   Service   Co.   was   the   parent  of 


*  The  tax  savings  paid  to  the  parent  in  Consolidated  were  solely 
those  flowing  from  the  use  of  Consolidated's  stock  loss.  Other  tax 
savings  flowing  from  the  consolidated  return  remained  with  the 
subsidiaries. 
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an  affiliated  utility  group  liling  consolidated  tax  returns; 
Refining  Corporation  was  a  subsidiary.  Under  tlie  war 
emergency,  the  defining  Corporation  liad  l)uilt  a  refinery  at 
a  cost  of  $77,000,0()(),  l)orrowed  in  large  ])art  from  tlie  Re- 
construction Finance  Corporation.  The  refinery  was  sub- 
ject to  rapid  obsolescence.  Pursuant  to  special  dispensa- 
tion, Refining  Corporation  was  permitted  to  amortize  its 
investment,  for  tax  purposes,  over  a  period  of  five  years ; 
in  other  words,  it  had  in  each  year  a  tax  deduction  equal  to 
20%  of  its  $77,000,000  investment.  Tf  these  tax  deductions 
were  utilized  in  consolidated  returns,  they  would  enure  to 
the  benefit  of  other  affiliates  rather  than  that  of  Refining 
Corporation.  This  would  be  an  undeserved  advantage  to 
those  affiliates  who  had  not.  with  borrowed  funds,  made  a 
large  investment  threatened  with  early  obsolescence.  The 
affiliates  therefore  agreed  to  pay  to  Refining  Cori)oration 
their  tax  savings  derived  from  the  latter's  amortization 
tax  credits ;  and  the  S.  E.  C.  approved.  We  quote  the  Com- 
mission's conclusions  in  full : 

"Conclusions 

"Rule  U-45  (b)  (6)  was  designed  to  effect  a  fair 
distribution  of  taxes  based  on  consolidated  returns. 
In  appraising  a  proposed  deviation  from  our  rule  we 
think  it  should  be  observed  that  in  the  ordinary  case 
the  fact  that  one  subsidiary  contributes  a  particular 
income  deduction  to  a  consolidated  return  does  not  in 
itself  entitle  that  subsidiai-y  to  the  benefits  of  the  iv- 
duced  taxes  resulting  from  the  deduction.  Where  tax 
reductions  are  possible  from  filing  a  consolidated  re- 
turn, they  ordinarily  are  due  to  a  number  of  factors 
contributed  by  the  various  members  of  the  consolidat- 
ing grou]),  including,  among  others,  earnings,  and 
excess  profits  tax  credits,  as  well  as  income  deductions. 

"On  the  basis  of  the  estimates  of  the  tax  liability 
for  1944  it  ai)pears  that  Refining  Coi-poration  will  con- 
tribute si)ecial  deductions  but  that  the  other  sub- 
sidiaries will  contribute  the  income  necessary  to  ])ermit 
full  utilization  of  the  deductions.  Thus,  while  a  i)or- 
tion  of  the  tax  reductions  possijjle  from  consolidation 
could  not  be  realized  without  the  special  amoi'ti/ation 
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items,  the  reduction  likewise  could  not  be  realized  in 
the  absence  of  the  income  furnished  by  the  other  com- 
panies. 

"Obviously  it  is  difficult  to  determine  the  precise 
weight  to  be  given  to  these  various  factors  and  in  this 
case  the  problem  is  made  more  difficult  since  we  have 
available  the  results  of  only  five  months'  operation  of 
the  refinery. 

"How^ever,  the  impact  of  our  rule  in  this  instance  and 
the  circumstances  surrounding  the  construction  of  the 
refinery  as  recited  above  persuade  us  that  we  should 
grant  the  exception  requested  if  the  effect  in  subse- 
quent years  will  not  cause  undue  detriment  to  the  other 
subsidiaries  of  Cities.  We  shall  therefore  permit  the 
declaration  to  become  effective,  but  in  order  that  we 
may  have  an  oj^portunity  to  examine  the  future  effects 
of  the  amended  contract  and  take  any  action  which 
may  appear  necessary  or  appropriate  following  such 
examination,  our  order  will  be  subject  to  the  condi- 
tion that  the  proposed  amendment  to  the  contract  re- 
garding allocation  of  Federal  income  and  excess  profits 
tax  liability  shall  cease  to  be  effective  upon  order  of 
the  Commission  after  notice  and  opportunity  for  hear- 

"An  appropriate  order  will  issue." 

This  decision  clearly  shows  that  the  S.  E.  C.  was  con- 
cerned with  the  same  problem  here  presented,  namely,  "a 
fair  distribution  of  taxes  based  on  consolidated  returns." 
The  problem  was  further  similar  to  ours  in  that  the  five- 
year  amortization  of  the  investment  was  tantamount  to  an 
investment  loss  spread  over  five  years.  The  S.  E.  C.  held 
that  the  tax  credit  arising  from  such  a  loss  is  designed  to 
mitigate  the  loss;  hence  it  found  fair  an  agreement  among 
the  affiliates  effectuating  that  purpose  by  a  tax  saving  pay- 
ment to  the  Refining  Corporation,  i)articularly  since  the 
latter  needed  that  payment  to  discharge  its  loan  obliga- 
tion to  the  Reconstruction  Finance  Corporation.  Nor  was 
the  arrangement  inconsistent  with  the  underlying  purpose 
of  the  consolidated  return  statute  to  benefit  the  conmion 
parent  of  the  group;  for  the  Cities  Service  group  was  an 
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econoinic  unit;  lience,  whichever  affiliate  might  obtain  the 
tax  saving  in  the  first  i)h\ce,  it  was  bound  to  enure  ulti- 
mately to  the  benefit  of  Cities  Service,  the  common  parent ; 
and  Cities  Service,  in  its  own  interest,  wished  to  channel 
the  payment  to  the  Refining  Corporation. 

In  the  present  case  the  retention  of  the  tax  savings 
by  defendant  would  defeat  not  only  the  purpose  of  the  tax 
law  to  alleviate  plaintiff's  investment  loss.  It  would  also 
defeat  the  purj^ose  of  the  consolidated  return  statute  to 
confer  a  tax  benefit  on  the  parent  company.  Both  purposes 
would  be  achieved  if  plaintiff  were  permitted  a  share  in 
defendant's  tax  savings.  We  submit  that  fairness  recpiired 
defendant  to  make  an  agreement  with  plaintiff  allowing 
plaintiff  such  a  share;  and  since  plaintiff's  dual  manage- 
ment failed  to  seek  or  make  it,  a  court  of  equity  will  see 
that  e((uity  be  done  by  awarding  judgment  to  plaintiff  for 
its  fair  share  of  the  tax  savings. 


Defendant's  arguments  disputing  the  propriety  of  a  tax 
adjustment  between  plaintiff  and  defendant  are  unsound. 

In  the  Court  below  defendant  advanced  various  argu- 
ments against  our  position.  We  turn  to  answering  those 
appearing  most  important. 

1.    The  allepcd  illegality  of  a  tax  adjustment  agreement. 

Defendant  contended  below  that  it  could  not  have  agreed 
to  pay  plaintiff  a  share  of  the  tax  savings;  for  such  an 
agreement  would  have  been  tantamount  to  a  merchandising 
>r  tax  advantages  and  would  have  been  illegal. 

if  the  argument  were  valid,  the  agreements  approved 
jy  the  S.  E.  C.  in  the  two  last  quoted  cases  and  in  several 
bthers*   would  have  been  illegal.     Equally  illegal   would 


Matter  of  Consolidated  Electric  &  Gas  Co.  {The  Islands  Gas 
-  Electric  Co.).  13  S.  E.  C.  649  (1943)  :  Matter  of  Oc/den  Corpora- 
u>n  (S.  E.  C.  Hokling  Company  Act  Release  No.  5904.  July  23. 
''45)  ;  Matter  of  United  Public  Utility  Corporation  (S.  E.  C.  Hold- 
ng  Company  Act  Release  No,  6301,  becembcr  31,  1945). 
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be  the  Commission's  Eule  U-45 (b)(6)  which  requires  af- 
filiated utility  companies  to  enter  into  tax  adjustment 
contracts  in  accordance  with  the  formula  prescribed  by 
the  Commission.  But  actually,  no  provision  of  law  requires 
that  tax  savings — unlike  any  other  savings — ^must  remain 
where  they  happen  to  fall,  even  if  they  fall  in  the  wrong 
pocketbook. 

The  error  of  defendant's  argument  is  easily  demon- 
strated: Agreements  between  affiliated  corporations  for 
the  allocation  of  tax  burdens  and  tax  benefits  among  them- 
selves are  expressly  sanctioned  by  statute  and  Treasury 
regulation. 

(a)  Originally  the  subject  of  inter-company  tax  alloca- 
tion was  covered  by  the  statute  itself.     §  142(b)   of  the 
Internal  Revenue  Act  of  1918  provided  that  a  consolidated 
tax  shall  be  assessed  upon  the  respective  affiliated  corpora- 
tions "in  such  proportions  as  may  be  agreed  upon  among 
them".*     Allocation  agreements  made  under  this  provi-  . 
sion  were  binding  not  only  among  the  parties,  but  even  on  • 
the  Commissioner  who  could  collect  from  each  affiliated  ' 
corporation  only  such  share  of  the  consolidated  tax  as  it  ^ 
had  agreed  to  assume.  ; 

Since  this  statutory  scheme  made  the  collection  of  con-  ii 
solidated  taxes  unduly  difficult,  it  was  abandoned  by  the  i 
1928   amendment   of   the   Revenue   Act   which   authorized  . 
the  Commissioner  of  Internal  Revenue  to  make  appropriate  ■ 
regulations  governing  the  subject;  Internal  Revenue  Code, 
§  141(b).     Pursuant   to    this    authorization,    the    Commis-  ; 
sioner  promulgated  Treas.  Reg.   104,   §  23.15,  which  pro- 
vided : 


"(a)  Several    Liability    of    Members    of    Affiliated 
Group. 


fl 


*  "In  any  case  in  which  a  tax  is  assessed  upon  the  basis  of  a  con- 
soUdated  return,  the  total  tax  shall  be  computed  in  the  first  in- 
stance as  a  unit  and  shall  then  be  assessed  upon  the  respective 
affiliated  corporations  in  such  proportions  as  may  be  agreed  upon 
among  them,  or  in  the  absence  of  any  such  agreement,  then  on  the 
basis  of  the  net  income  properly  assignable  to  each.  *  *  * " 
(§  142(b)  of  the  Internal  Revenue  Act  of  1918). 
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"Except  as  provided  in  paragraph  (b),  a  coiiiinon 
parent  corporation  and  each  subsidiary,  a  member  of 
the  affiliated  group  during  any  i)ai-t  of  a  consolidated 
return  period,  shall  be  severally  liable  for  the  tax 
(including  any  deficiency  in  respect  thereof)  computed 
upon  the  consolidated  net  income  of  the  grou]). 
****** 

"(d)  Effect  of  Inter-company  Agreements. 

"Any  agreement  entered  into  by  one  or  more  mem- 
bers of  the  affiliated  group  with  any  other  members 
of  such  group  or  with  any  other  person  shall  in  no 
case  have  the  effect  of  reducing  the  liability  prescribed 
under  this  section." 

This  regulation  thus  had  a  threefold  effect :  It  made  each 
group  member  severally  liable  to  the  Government  for  the 
entire  tax;  this  liability  to  the  Government  could  not  be 
impaired  by  an  inter-company  agreement;  but  as  between 
the  members  of  the  group  the  validity  of  inter-company 
agreements  for  the  allocation  of  tax  burdens  or  tax  benefits 
was  recognized.  Unquestionably,  therefore,  an  agreement 
between  plaintiff  and  defendant,  allowing  plaintiff  a  share 
in  the  tax  savings  of  defendant,  w^ould  have  been  legal. 

(b)  The  so-called  "merchandising  of  tax  advantages" — 

[condemned  in  cases  such  as  Gregory  v.  Helvering,  273  U.  S. 

'465  (1935),  and  Higgins  v.  Smith,  308  U.  S.  473  (1940), 

Imore    recently   also   by   Internal   Revenue    Code,   '^  129 — 

prelates  to  altogether  different  situations.     They  involve 

lattempts  of  taxpayers  to  escape  their  normal  tax  liability 

Ito  the  Government  by  distorting  their  transactions  througli 

khe  artificial  interposition  of  a  newly  organized  or  acquired 

corporation.     By  contrast,  the  tax  adjustment  agreement 

which,  we  say,  should  have  been  made  between  plaintiff 

and  defendant  w^ould  not  have  been  designed  to  escape  an 

Otherwise  existing  tax  liability.    The  agreement  would  have 

!)een  effective  only  as  between  the  parties;  it  would  not 

jiave  been  designed  to  affect  the  Government's   right   to 

[issess  any  taxes  due  it;  and  it  would  not  have  involved 

he  artificial  distortion  of  an  otherwise  taxable  transaction. 
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The  doctrine  forbidding  the  merchandising  of  tax  advan- 
tages is,  therefore,  beside  the  point. 

(c)  Defendant  contends  that  tax  saving  payments,  even 
though  not  illegal,  have  met  with  administrative  condemna- 
tion. But  there,  too,  the  fact  situation  was  quite  different 
from  that  at  bar. 

Defendant  relies  on  a  report  of  the  Federal  Trade  Com- 
mission *  which  was  rendered  before  the  enactment  of  the 
Public  Utility  Holding  Company  Act  of  1935  (15  U.  S.  C. 
§§  79  et  seq.).  The  rei^ort  relates  that  it  was  a  not  uncom- 
mon practice  for  public  utility  holding  companies  to  pay 
taxes  for  their  groups  on  a  consolidated  return  basis,  while 
collecting  from  their  operating  subsidiaries  contributions 
in  amounts  equal  to  the  taxes  which  each  subsidiary  would 
liave  had  to  pay  on  a  separate  basis;  the  difference  was 
retained  by  the  parent.  The  result  was  to  increase  the 
operating  expenses  of  the  subsidiaries ;  and,  in  consequence, 
the  public  was  charged  higher  rates  for  electricity  and  gas. 
The  practice  was  criticized  on  this  ground  by  the  F.  T.  C, 
which  recommended,  in  the  interest  of  the  "protection  of 
the  rate-paying  jDublic",  an  amendment  of  the  tax  laws 
prohibiting  such  arrangements  (Report,  pp.  69-70).  Plainly, 
the  Commission's  criticism  is  inapplicable  to  non-utility 
companies  such  as  the  present  parties;  and  it  has  nothinu- 
to  do  with  extraordinary  fact  situations  such  as  that  at 
bar,  where  the  economic  unity  of  parent  and  subsidiary  has 
been  destroyed,  so  that  the  intended  automatic  upstream 
flow  of  the  tax  savings  to  the  parent  is  prevented. 

The  F.  T.  C.'s  recommendation  was  not  adopted  by  Con- 
gress. Instead,  Congress  enacted  the  Public  Utility  Hold- 
ing Company  Act  which  left  the  subject  matter  for  regu- 
lation by  the  Securities  and  Exchange  Commission.  The 
S.  E.  C,  in  turn,  adopted  its  Rule  U-45(b)(6) ;  and  under 


*  Federal  Trade  Commission.  Summary  Report  to  the  Senate  of 
the  United  States,  pursuant  to  Senate  Resolution  No.  83,  70th  Cong.. 
1st  Sess.,  on  Economic.  Financial  and  Corporate  Phases  of  Holding 
and  Operating  Companies  of  Electric  and  Gas  Utilities,  Part  72-A. 
Sen.  Doc.  No.  92.  70th  Cong..  1st  Sess. 


this  rule,  as  we  have  seen,  the  Coiiiinission  repeatedly 
allowed  tax  saving  payments  in  the  interest  of  fairness 
because  of  the  joresence  of  extraordinary  circumstances 
similar  to  those  at  bar. 

We  submit  that,  in  the  circumstances  here  present,  an 
agreement  by  defendant  to  allow^  plaintiff  a  fair  share  of 
its  tax  savings  would  have  been  altogether  legal;  and  that 
no  grounds  of  public  policy  would  have  opposed  such  an 
agreement. 

2.    Absence  of  detriment  to  plaintiff. 

Another  argument  of  defendant  urges  that  defendant's 
use  of  plaintiff's  tax  credit  caused  plaintiff  no  injury.  For 
in  none  of  the  years  involved  did  plaintiff  have  taxable 
income  against  which  it  could  have  offset  its  tax  credit ; 
hence  plaintiff  suffered  no  detriment  througli  the  use  of 
its  tax  credit  by  defendant. 

This  argument  is  crowded  with  fallacies. 

(a)  To  begin  with,  it  does  not  meet  the  issue  in  this 

case.    The  issue  here  is  wiiether  it  was  fair  for  defendant 

to   retain  all  the  tax   savings   or  whether  in   fairness   it 

should  have  allowed  plaintiff  a  share  therein.     Since  by 

the  very  purpose  of  the  tax  laws  the  tax  savings  were 

designed  for  the  benefit  of  plaintiff,  plaintiff  should  have 

I  been  given  at  least  a  fair  share;  and  the  denial  of  that 

'share  to  plaintiff  constituted  plaintiff's  detriment. 

j     To  illustrate:    Suiipose  that  a  fiduciary  manages   two 

businesses,  one  belonging  to  himself,  the  other  to  liis  cestui. 

B)''  combining  the  purchasing  power  of  tlie  two,  he  l)uys 

Imercliandise  at  prices  cheaper  than  each  business  would 

jhave  had  to  pay  separately.    Manifestly  it  would  be  unfair 

'for  the  fiduciary  to  keep  the  whole  price  saving  for  himself. 

|The  cestui  is  entitled  to  a  fair  share  of  the  saving;  and 

'this  right  cannot  be  defeated  by  the  argument  that   the 

-^estui  is  not  damaged  because,  l)uying  separately,  he  c(mld 

act  have  achieved  the  saving. 
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Fairness  or  unfairness  are  thus  the  test  of  recovery 
herein;  detriment  to  plaintiff  is  inherent  in  any  finding 
that  it  was  treated  unfairly. 

(b)  In  any  event,  detriment  or  injury  to  plaintiff  is  no 
prerequisite  to  recovery  by  plaintiff.  For  defendant,  in  its 
dealings  with  plaintiff,  was  subject  to  the  duties  of  a 
fiduciary ;  and,  under  elementary  rules,  a  fiduciary  deriving 
profit  from  a  transaction  conducted  by  him  as  such  is 
accountable  to  the  cestui  for  the  profit,  although  the  cestui 
has  suffered  no  loss  or  injury. 

The  basic  rule  is  set  forth  in  the  Restatement  of  Resti- 
tution (1937),  §1,  Comment  e,  pp.  14-15: 

"So,  also,  Avhere  a  person  in  a  fiduciary  relation  to 
another  makes  a  profit  in  connection  with  transactions 
conducted  by  him  as  fiduciary,  he  is  ordinarily  account- 
able to  his  beneficiary  for  the  profit,  although  the 
beneficiary  suffered  no  loss  (see  Restatement  of 
Agency,  §388,  and  Restatement  of  Trusts,  §203)." 

Indeed,  it  must  be  so ;  for  the  fiduciary  rule 

"is  not  based  on  harm  done  to  the  beneficiary  in  the 
particular  case,  but  rests  on  a  broad  principle  of  pre- 
venting a  conflict  of  opposing  interests  in  the  minds  of 
fiduciaries,  whose  duty  it  is  to  act  solely  for  the  benefit 
of  their  beneficiaries." 

Restatement  of  Restitution,  §  197,  Comment  c,  pp. 
809-810. 

This  Court,  in  Fleishhacker  v.  Blum,  109  F.  2d  543,  546 
(C.  C.  A.  9,  1940),  cert.  den.  311  U.  S.  665,  recognized  the 
same  rule  by  holding  a  bank  officer  accountable  for  the 
breach  of  his  fiduciary  duty, 

"even  though  the  bank  has  suffered  no  damage  (Re- ) 
statement,  Restitution,  §197,  Comment  c).-' 


Direct  authorities  on  the  i)oint  are  the  Slirevepori  Bank 
cases  {supra,  p.  35).  There,  it  will  be  recalled,  the  ''new 
bank"  had  derived  tax  savings  from  the  fact  that  it  was  the 
technical  legal  owner  of  certain  real  estate  which  equitably 
belonged  to  the  "old  bank".  The  new  bank's  procurement 
of  these  tax  savings  caused  no  detriment  whatever  to  the 
old.  Nevertheless,  the  courts  held  that  the  new  bank,  as 
a  fiduciary  of  the  old,  must  account  to  the  lattei*  for  its 
tax  savings : 

"There  can  be  little  question  })ut  what  the  relation  of 
the  new  Bank  to  the  old  *  *  *  was  one  requiring  the 
utmost  good  faith  and  constituted  it  an  agent,  trustee 
or  fiduciary.  *  *  *  if  could  not  profit  therefrom  in 
any  manner  other  than  as  provided  by  the  contract, 
*  *  *.  If  the  transaction  involved  in  this  case  had  been 
between  individuals,  or  if  the  stock  could  have  been 
taxed  directly  to  the  [new]  Bank,  and  lie  or  it  had 
used  the  value  of  the  property  standing  in  his  or  its 
name  for  personal  profit  by  having  the  taxes  reduced, 
he  or  it  w^ould  have  been  bound  to  account  to  the  prin- 
cipal for  such  profit  regardless  of  whether  the  ])rinci])al 
had  suffered  injury  or  not.  3  C.  J.  S.,  Agency,  §165, 
])age  54." 

(28  F.  Supp.,  at  988) 

Just  as  the  defendant  in  the  Slireveport  Bank  cases 
was  held  accountable  for  its  tax  saving,  even  though  it  had 
caused  no  loss  or  detriment  to  the  plaintiff,  so,  in  the  case 
at  bar,  the  alleged  absence  of  injury  to  plaintiff  does  not 
relieve  defendant  from  allowing  plaintiff  at  least  a  fair 
share  of  the  tax  savings  secured  by  the  use  of  ])laintifr's 
tax  credit. 

(c)  We  have  assumed  so  far  that  defendant's  use  of' 
plaintiff's  tax  credit  caused  plaintiff  no  injury.  But  even 
that  premise  of  defendant's  argument  cannot  stand. 

Whether  or  not  ])laintiff's  tax  ci-edit  was  a  thing  of  value 
must  be  determined  as  of  the  time  defendant  appropriated 
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it.  The  first  appropriation  occurred  on  July  15,  1944,  the 
date  on  which  the  consolidated  returns  for  1943  were  filed. 
At  that  time  it  was  still  possible  that  plaintiff  might  have 
taxable  income  of  its  own  in  the  latter  part  of  1944  and 
1945 ;  and  plaintiff's  tax  credit  could  be  carried  forward  to 
offset  any  such  taxable  income.  While  it  is  true  that  the 
possibility  of  future  income  did  not  materialize,  that  is 
hindsight  and  irrelevant.  Plaintiff's  tax  credit,  when  ap- 
propriated by  defendant,  w^as  a  thing  of  value;  its  diver- 
sion necessarily  injured  plaintiff. 

A  second  reason  likewise  demonstrates  the  value  of  plain- 
tiff's tax  credit.  Even  if  plaintiff  could  not  use  it,  defend- 
ant could.  The  very  fact  that  plaintiff's  tax  credit  was 
useful  to  defendant  made  it  a  valuable  asset. 

Defendant's  argument  that  i3laintiff's  tax  credit  was 
worthless  because  plaintiff  had  no  direct  use  for  it,  is 
tantamount  to  saying  that,  if  I  own  the  right  shoe  of  a  pair 
and  you  own  the  left,  I  inay  appropriate  your  shoe  and  you 
will  not  be  injured;  because,  forsooth,  the  left  shoe  alone 
was  useless  to  you.  Such  reasoning  would  hardly  be  per- 
suasive. 

The  present  case  is  comparable.  Defendant  could  not 
save  its  taxes  without  using  plaintiff's  tax  credit.  Plain- 
tiff, in  turn,  could  not  have  utilized  its  tax  credit  except  by 
offsetting  it  against  defendant's  income.  Both  defendant's 
taxable  income  and  plaintiff's  tax  credit  were  necessary 
elements  to  achieve  the  tax  saving,  just  as  both  the  right 
shoe  and  the  left  shoe  were  necessary  to  make  a  useful 
garment.  The  only  difference  is  that  jDlaintiff's  tax  credit 
here  was  created  for  the  very  purpose  of  conferring  a  tax 
saving  on  plaintiff  in  order  to  mitigate  its  stock  loss;  not 
to  confer  an  undeserved  and  unmotivated  tax  advantage 
on  defendant ;  so  that  it  might  well  be  argued  that  plaintiff 
is  entitled  to  a  greater  share  of  the  tax  savings  than  de- 
fendant. 

A  close  analogy  to  this  aspect  of  our  case  is  furnished  by 
Truncale  v.  Universal  Pictures  Co.,  supra  (76  F.  Supp. 
465),    As  previously  stated,  a  corporation  there  was  caused 
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by  its  directors  to  waive  its  right  to  a  certain  tax  deduc- 
tion; this  enal)led  the  directors  to  save  their  x^i'ivate  taxes 
in  an  amount  substantially  exceeding  the  corporation's  tax 
detriment.  The  Cjuestion  arose  whether  the  corporation 
could  recover  only  the  amount  of  its  tax  detriment  or,  on 
top  of  that,  the  tax  savings  of  the  directors.  The  court 
decided  for  the  latter  alternative;  for 

"where  a  corporation  has  the  freedom  to  do  an  act  or 
to  refrain,  the  doing  of  the  act,  enabling  others  to 
derive  benefits  in  excess  of  the  loss  suffered  by  the 
corporation,  has  a  'sale'  value  of  which  the  ceiling  is 
the  amount  of  sueli  lionefits  *  *  *  "  (7(;  p.  Su])p.,  at 
469). 

By  the  same  token  the  present  plaintiff  had  the  freedom 
to  make  its  tax  credit  available  to  defendant  or  to  refrain 
from  doing  so.  Hence,  the  "doing  of  the  act",  i.  e.,  making 
the  tax  credit  available  to  defendant,  had  a  "sale  value" 
of  which  tlie  ceiling  was  the  amount  of  defendant's  benefit, 
i.  e.,  defendant's  tax  saving. 

3.    An  attempted  reducfio  ad  absurd uni  of  our  position. 

Defendant  has  depicted  horrible  consequences  which 
would  follow  from  the  allowance  of  our  claim.  If  plaintiff 
be  entitled  to  share  in  defendant's  tax  savings,  then,  ac- 
cording to  defendant,  every  corporation  making  its  tax 
credit  available  to  an  affiliate  would  have  the  same  right. 
Every  consolidated  tax  return  filed  by  an  affiliated  group 
of  corporations  would  give  rise  to  innumerable  controver- 
sies between  the  "loss  companie'^"  and  the  "income  com- 
panies". 

Defendant's  apprehensions  are  unfounded.  A  recovery 
by  plaintiff  under  the  unique  facts  of  this  case  would  have 
none  of  the  far-reaching  im])lications  projected  by  de- 
fendant. 

(a)  The  unique  or,  as  defendant  put  it  (R.  512),  "un- 
usual" character  of  this  case  grows  from  the  combination 
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of  two  factors :  The  cataclysmic  nature  of  plaintiff's  loss ; 
and  the  filing  of  consolidated  returns  by  corporations  nomi- 
nally affiliated,  but  actually  total  strangers.  Each  of  these 
factors  gives  rise  to  equities  in  plaintiff's  favor.  Plaintiff's 
loss  cried  for  mitigation;  the  tax  laws  were  designed  to 
give  it;  but  the  total  economic  severance  of  the  parties 
prevented  it.  Plaintiff's  case  derives  its  strength  from  this 
extraordinary  congery  of  events,  each  unusual  by  itself.      A 

(b)  No  comj^arable  equities  exist  under  normal  circum- 
stances. Normally  consolidated  returns  are  filed  by  an 
affiliated  group  constituting  an  economic  unit,  owned  by  a 
"common  owner";  this,  indeed,  is  the  "presumption  on 
which  the  right  [to  file  consolidated  returns]  is  made  to 
rest"  {Duke  Power  case,  supra,  44  F.  2d,  at  545).  The 
economic  unity  may  not  ])e  complete ;  the  rights  of  creditors 
or  minority  stockholders  of  a  subsidiary  may  dilute  it ;  still, 
by  and  large,  the  parent  will  be  the  ultimate  o^vner  of  the 
assets  of  each  subsidiary,  mil  suffer  from  its  losses  and 
will  automatically  benefit  from  its  tax  savings. 

In  such  a  unified  group,  there  will  be  little  basis  to  sup- 
port claims  for  tax  saving  payments.  Thus  if  the  parent  i 
company  of  the  group  sustains  a  loss  and  one  of  its  sub- 
sidiaries is  i^rofitable,  the  subsidiary's  tax  saving  auto- 
matically benefits  the  parent  (by  enhancing  the  value  of 
the  parent's  stock  in  the  subsidiary) ;  the  purpose  of  the 
tax  laws  is  thereby  achieved;  and  with  that  purpose 
achieved,  there  will,  as  a  rule,  be  no  ground  in  equity  to 
compel  a  tax  saving  payment. 

Conversely,  if  the  parent  has  a  profit  and  one  of  its  sub- 
sidiaries a  loss,  a  tax  saving  pajanent  by  the  parent  to  the 
subsidiary  would  be  contrary  to  the  purpose  of  the  consoli- 
dated return  statute;  for  that  statute  is  designed  for  the 
parent's  benefit,  not  the  subsidiary's. 

It  follows  that  in  the  ordinary  situation  of  an  affiliated 
group  constituting  an  economic  unit  there  will  hardly,  if 
ever,  exist  any  basis  for  tax  saving  claims.     As  stated  by 
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the  S.  E.  C.  in  Matter  of  Cities  Service  Company  {supra, 
p.  47) : 

"  *  *  *  in  the  ordinary  case  the  fact  that  one  wsubsidiary 
contributes  a  particiUar  income  deduction  to  a  consoli- 
dated return  does  not  in  itself  entitle  that  subsidiary 
to  the  benefits  of  the  reduced  taxes  resulting  from  the 
deduction." 

The  allowance  of  plaintiff's  claim,  based  upon  the  ex- 
traordinary facts  at  bar,  would  therefore  not  mean  the 
allowance  of  similar  claims  in  the  absence  of  such  extraordi- 
nary circumstances.  Defendant's  pretended  concern  that 
the  decision  herein  will  furnish  a  rule  applicable  to  all 
affiliated  groups  filing  consolidated  returns  is  misplaced. 

We  submit  that,  in  the  circumstances  of  this  case,  nothing 
in  the  tax  laws  justifies  the  retention  by  defendant  of  its 
undeserved  tax  savings ;  and  that  fairness  and  the  purpose 
of  the  tax  laws  required  defendant  to  allow  plaintiff  at 
least  a  substantial  share  of  the  tax  benefits  derived  from 
plaintiff's  tax  credit.  And  since  defendant,  as  a  fiduciary, 
was  required  to  deal  fairly  with  plaintiff,  equity  should 
direct  defendant  to  do  now  what  it  should  have  done  long 
ago,  namely,  to  pay  at  least  a  substantial  part  of  its  tax 
savings  to  plaintiff. 


POINT   III 

The  grounds  upon  which  the  District  Court  dismissed 
the  action  were  erroneous. 

The    District    Court    predicated    dismissal    n])on    three 
grounds  which  we  shall  discuss  in  ordei- : 

1.  It  thought  that  defendant's  tax  saving  improp- 
erly deprived  the  Government  of  taxes  due  it  and  that 
this  injustice  should  not  be  comi)ounded  by  distributing 
defendant's  illegal  gain  to  others  (A,  infra)  ; 
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2.  It  conceived  plaintiff's  claim  as  an  attempt  by 
plaintiff  to  secure  part  of  defendant's  income  in  con- 
travention of  its  reorganization  plan  (B,  infra) ;  and 

3.  It  intimated  that  plaintiff  was  under  a  firm  obli- 
gation to  save  defendant's  taxes  by  filing  consolidated 
returns  (C,  infra). 


Plaintiff's  alleged  inability  to  recover  because  of  the 
injustice  of  defendant's  tax  saving. 

We  submit  that  this  ground  of  the  decision  below  cannot 
stand,  for  several  reasons. 

1.    The  Government  had  no  tax  claim. 

It  w^ould  seem  unquestionable  that  plaintiff's  stock  loss 
fell  within  the  definition  of  §  23(g)  (4).  If,  for  instance, 
plaintiff  had  realized  taxable  operating  income  in  1943, 
no  one  would  doubt  that  such  income  could  have  been  offset 
by  plaintift^'s  stock  loss. 

Nor  can  it  be  denied  that  plaintiff  and  defendant  were 
affiliates  within  the  purview  of  §  141(a),  entitled  to  file 
consolidated  returns.  The  fact  that  defendant's  stock  held 
by  plaintiff  had  become  worthless,  was  no  obstacle  to  con- 
solidated returns,  as  is  demonstrated  by  cases  such  as 

Burnet  v.  Aluminum  Goods  Mfg.  Co.,  287  U.  S.  544 

(1932); 
George  A.  Fuller  Co.  v.  Commissioner,  92  F.  2d  72 

(C.  C.  A.  2,  1937); 
Trinity  Buildings  Corp.  v.  Commissioner,  40  B.  T.  A. 

1315  (1939). ' 

The  two  latter  cases  are  fully  discussed  in  plaintiff's 
brief.  In  the  Aluminum  Goods  case,  supra,  the  taxpayer 
had  filed  a  consolidated  return  for  the  year  1917  covering 
itself  and  a  subsidiary.     The   subsidiar}^  had  long  been 
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insolvent,  was  liquidated  in  1917  and  dissolved  in  early 
1918.  The  taxpayer  claimed  the  loss  of  its  investment  in 
the  subsidiary  as  a  deduction  for  1917.  The  Commissioner 
disallowed  the  deduction  on  the  ground  that  it  arose  from 
an  "inter-company  transaction''  between  afliliated  corpora- 
tions, which  must  be  ignored  in  a  consolidated  return. 
The  Circuit  Court  of  Appeals  overruled  the  Commissioner 
])ecause  it  thought  that  the  subsidiary's  insolvency  and 
liquidation  had  de  facto  terminated  the  affiliation,  although 
the  parent  still  held  title  to  the  subsidiary's  stock;  "it 
would  be  a  legal  and  conmiercial  impossibility  for  a  going 
corporation  to  affiliate  with  a  corpse".  Aluminum  Goods 
Mfg.  Co.  V.  Commissiomr,  56  F.  2d  568,  571  (C.  C.  A.  7, 
1932).  But  the  Supreme  Court,  although  affirming  on  other 
grounds,  disapproved  specifically  the  Circuit  Court's  rea- 
soning and  held  that  "since  complete  stock  ownership  is 
made  the  test  of  affiliation  applicable  here  *  *  *,  no  ground 
is  apparent  for  saying  that  the  corporations  ceased  to  be 
affiliated  *  *  *  "  (287  U.  S.,  at  548).  Stock  ownership  as 
such,  although  economically  worthless,  was  thus  recognized 
as  the  statutory  test  of  "affiliation";  and  it  w^as  so  recog- 
nized although  the  Supreme  Court  was  aware  that  "the 
purpose  of  requiring  consolidated  returns"  w'as  to  effectu- 
ate the  affiliated  group's  status  as  "a  single  business  enter- 
prise" (287  U.  S.,  at  547). 

The  Ahimwnm  Goods  case  is  significant  for  an  addi- 
tional reason :  The  taxpayer  there,  like  the  plaintiff  here, 
used  as  a  tax  deduction  the  loss  of  the  very  stock  which,  at 
the  same  time,  it  used  as  a  basis  for  establishing  affiliation. 
The  allowance  of  the  deduction  there  was  certainly  no  less 
"paradoxical"  than  tlio  allowance  of  the  similar  deduction 
,in  the  case  at  bar. 

I  AVe  submit,  therefore,  that,  so  far  as  the  Government  is 
jfoncerned,  there  existed  a  substantial  l^asis  for  the  non- 
ipayment  of  taxes  for  1942-1944. 
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Indeed,  tlie  analysis  here  i)resented  was  not  questioned 
by  the  Commissioner  of  Internal  Revenue.*  The  District 
Court,  nevertheless,  rejected  it  as  "plain  stupidity"  (R. 
270) ;  but  the  Court  failed  to  assign  any  reason  for  this 
criticism  and  we  believe  that  it  was  wholly  unwarranted. 

In  any  event,  there  is  no  need,  at  this  late  stage,  to  decide 
the  question  of  tax  liability  de  novo;  for  this  question  was 
settled  between  the  Government  and  the  parties.  For  pres- 
ent purposes  it  is  enough  to  show  a  reasonable  basis  for 
the  parties'  claim  that  no  taxes  were  due. 

2.  The  Government's  fax  claim  has  been  validly  and 
properly  settled. 

Confronted  with  a  substantial  tax  controversy,  the  Com- 
missioner of  Internal  Revenue  was  certainly  within  his 
rights  in  consenting  to  a  settlement.  The  District  Court's 
suggestion  that  he  "would  not  hesitate  to  set  aside  the  tax 
settlement"  if  he  had  the  ]jower  (R.  270),  appears  there- 
fore gratuitous. 

It  is  even  more  so  because  of  the  comjilete  absence  of  any 
ground  to  impugn  the  legality  or  propriety  of  the  settle- 
ment. The  District  Court  did  not  find  that  the  settlement 
was  reached  through  fraud  or  corruption ;  and  there  is  not 


*  The  Commissioner  merely  contended  that  plaintiff's  loss  had  oc- 
curred in  1940.  so  that  it  was  inadmissihle  as  a  deduction  for  the 
years  1942-1944  (R.  1423-4).  But  tax  counsel  argued  persuasively 
that  plaintiff's  loss  had  not  been  ascertained  until  the  Supreme  Court's 
decision  of  March  15.  1943  (PI.  Ex.  64.  R.  1779). 

The  Court  helow  professed  not  to  understand  "how  the  alleged 
uncertainty  as  to  the  date  of  ascertainment  of  the  stock  loss  could 
have  been  a  true  factor  affecting  the  tax  settlement,  inasmuch  as  any 
such  uncertainty  would,  if  it  existed,  as  well  apply  with  respect  to  the 
1943  and  1944  returns"  (R.  267,  fn.  8).  Of  course,  it  is  true  that 
the  "uncertainty"  applied  to  each  of  the  years  1942,  1943  and  1944. 
Just  because  of  this  uncertainty  the  entire  $21,000,000  tax  amount 
for  the  three  years  was  in  controversy ;  and  this  controversy  was 
ultimately  compromised  by  the  Government's  retaining  the  $4,000,000 
which  it  had  already  received  and  defendant's  retaining  the  balance 
of  $17,000,000.  We  fail  to  see  how  this  arrangement  could  strike 
the  Court  below  as  implausible. 
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a  shred  of  evidence  which  would  suppoi't  snch  finding.  ''Tlie 
presumption  of  regularity  supi)orts  the  official  acts  of  pub- 
lic officers  and,  in  the  absence  of  clear  evidence  to  the  con- 
trary, courts  presume  that  they  have  properly  discharged 
their  official  duties";  United  States  v.  Chemical  Foundation, 
'in  U.  S.  1,  14-15  (1926).  This  presumption,  totally  un- 
rebutted  here,  is  the  answer  to  the  District  Court's  un- 
warranted attack  upon  the  settlement. 

3.  Even  if  the  tax  settlement  had  been  a  wrong  against 
the  Government,  it  woidd  not  defeat  plaintiff's  rights. 

A  hypothetical  case  will  serve  to  make  our  point.  Sup- 
pose that  the  executor  of  an  estate,  by  improper  means, 
collects  an  unjust  claim  of  the  estate  or  evades  the  pay- 
ment of  estate  taxes  justly  due.  Will  it  be  suggested  that 
he  may  retain  the  fruits  of  his  illegal  acts  for  himself? 
We  believe  that  he  would  be  accountable  to  his  beneficiary 
for  all  profits  derived  in  the  course  of  his  conduct  as  execu- 
tor and  that  he  cannot  escape  accountability  by  invoking  his 
own  wrongdoing.  The  present  defendant,  by  virtue  of  its 
fiduciary  duties  to  ]>laintiff,  occux)ies  no  different  i)osition. 

Indeed,  the  Shreveport  Banh  cases  {supra,  p.  35)  so 
hold.  There  the  procurement  of  the  tax  savings  by  the 
''new  bank"  constituted  a  plain  wrong  to  the  State  of 
Louisiana.  Nevertheless,  the  new  bank  was  i-equired  to 
jaccount  for  those  tax  savings  to  the  old  bank;  and  even 
Judge  Waller,  who  originally  dissented  because  the  State 
had  been  "gypped"  (144  F.  2d,  at  245),  subsecpiently  joined 
the  majority  in  permitting  recovery  of  tlios(>  tax  savings 
which  the  new  bank  had  secured  foi-  itself  in  the  conduct 
of  its  fiduciary  dutios  (176  F.  2d,  at  1007-^,  1012-13). 

4.  The  District  Court's  pre-trial  order,  approving  the 
\imrties'  pre-trial  stipulation .  permits  plaintiff  to  ohfain  at 
feast  the  1942  tar  moneys. 

Even  on  the  violent  assum])tions  that  the  origin  of  de- 
scendant's tax  savini::s  was  tainted  and  that  the  Court  must 
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therefore  "leave  the  parties  where  they  are"  (R.  276),  it 
does  not  follow  that  plaintiff  takes  nothing.  For  purposes 
of  this  litigation,  the  1942  tax  moneys  must  be  deemed  in 
the  possession  of  plaintiff;  this  is  the  basis  upon  which, 
under  the  parties'  pre-trial  stipulation  and  the  District 
Court's  pre-trial  order  (R.  163,  168),  the  case  must  be 
decided;  hence,  in  order  to  "leave  the  parties  where  they 
are"  or,  more  accurately,  where  they  are  deemed  to  be, 
plaintiff  must  be  given  the  1942  tax  savings. 

The  origin  and  nature  of  the  pre-trial  stipulation  and 
order  have  been  previously  described  {supra,  pp.  23-24, 
25).  Their  substance  is  that  this  litigation  shall  be  de- 
cided as  though  plaintiff's  $4,201,821.54  refund  claim  (re- 
duced by  4/21  thereof)  had  been  allowed  and  paid  by  the 
Government  to  ijlaintiff.  In  other  words,  plaintiff  is  en- 
titled, for  purposes  of  the  decision  of  this  litigation,  to 
be  treated  as  though  it  had  possession  of  $3,401,474.58 
of  the  tax  moneys  in  controversy.  If  the  District  Court 
felt  impelled  to  "leave  the  parties  where  they  are",  it 
i^;hould  at  least  have  given  effect  to  its  own  pre-trial  order 
by  putting  plaintiff  in  possession  of  the  1942  tax  moneys 
and  then  leaving  the  parties  where  they  were. 

B 

The  alleged  inconsistency  of  plaintiff's  claim  with 
defendant's   reorganization  plan. 

The  District  Court's  reasoning  runs :  A  "saving"  in 
taxes  actually  means  earnings  not  paid  out  to  the  Govern- : 
ment.  Plaintiff's  claim  is  therefore  a  demand  for  a  share 
of  defendant's  earnings;  and  the  assertion  by  plaintiff  of 
such  a  claim  "is  a  circuitous  way  of  obtaining  something 
in  the  nature  of  equity  or  value  for  its  ownership  [of  de- 
fendant's stock],  rejected  in  the  reorganization  plan"  (R 
272-4). 

The  fallacy  of  this  reasoning  lies  in  the  confusion  of 
what  plaintiff  is  entitled  to  get  by  virtue  of  its  stock  owner- 
ship) in  defendant;  and  what  it  is  entitled  to  get  by  virtue j 
of  defendant's  use  of  plaintiff's  tax  credit. 


It  is  perfectly  true  that  defendant's  reorganization  plan 
precluded  plaintiff  from  any  share  in  defendant's  assets 
or  earnings  based  upon  plaintiff's  ownership  of  stock  in 
defendant.  That  stock  was  wiped  out  by  defendant's  re- 
organization plan;  and  i)laintiff  was  left,  at  this  point,  with- 
out right  or  interest  in  defendant's  assets  and  earnings. 

But  after  this  was  done — indeed,  because  it  was  done — 
plaintiff  had  a  tax  credit.  The  tax  credit  belonged  to  plain- 
tiff; it  did  not  belong  to  defendant.  Defendant's  reorgani- 
zation plan,  and  the  orders  approving  and  confirming  it, 
may  be  searched  from  A  to  Z;  no  breath  of  a  suggestion 
will  be  found  that  plaintiff's  tax  credit  must  be  made  avail- 
able to  defendant.* 

Plaintiff  did  make  its  tax  credit  available  to  defendant; 
defendant  caused  it  to  do  so.  This  w^as  a  new  transaction 
not  contemplated  by  the  reorganization  plan.  Plaintiff's 
claim  stems  from  this  new  transaction ;  for,  we  say,  plain- 
tiff was  in  fairness  entitled  to  the  benefits  from  defend- 
ant's nse  of  plaintiff's  tax  credit.  By  no  stretch  of  argu- 
ment may  plaintiff's  claim  be  viewed  as  based  on  its  previ- 
ous stock  ownership  in  defendant. 

Indeed,  this  is  graphically  demonstrated  by  the  sequence 
of  events.  The  consolidated  returns  and  the  refund  claim 
were  filed  between  July  15,  1944  and  June  15,  1945.  Prior 
to  any  of  these  dates — on  April  30,  1944 — plaintiff  had 
surrendered  its  stock  in  defendant  to  the  reorganization 
committee.  Plaintiff  was  therefore  no  longer  a  stockholder 
of  defendant  at  the  time  the  tax  returns  and  the  refund 
[claim  were  filed.  Whatever  rights  plaintiff  has  in  connec- 
jtion  with  these  events,  they  cannot  stem  from  its  stock 
jownershi]!  in  defendant  which,  at  that  time,  was  non- 
existent, it  follows  that  ])laintiff''s  present  claim,  based- 
jupon  the  use  of  its  tax  credit  by  defendant,  does  not  con- 
itravene  the  ])rovisions  of  the  i-eorganization  ])lnn  eliminat- 
ing plaintiff's  stock  interest  in  defendant. 


*  The  i)lan  could  contain  no  such  suggestion.  It  was  formulated 
'in  1939  and  approved  in  1940  (R.  259).  But  the  statutory  amend- 
ment wliich  made  the  tax  credit  possihle — Internal  Revenue  Code, 
■^  23(g)  (4) — was  not  enacted  until  1942. 
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Plaintiff's  alleged  obligation  to  save  defendant's  taxes 
by  filing  consolidated  returns. 

The  District  Court  did  not  state  the  ground  upon  which 
it  considered  plaintiff  obligated  to  file  consolidated  returns 
so  as  to  save  defendant's  taxes  (E.  275).  Defendant  itself 
advanced  two  reasons. 

1.    Plaintiff's  alleged  fiduciary  duty  to  defendant. 

In  the  first  place,  defendant  said  that  plaintiff  owned  all 
of  defendant's  stock ;  that  this  stock  ownership  placed  upon 
plaintiff  a  fiduciary  duty  to  safeguard  defendant  against 
detriment;  and  that  plaintiff  would  have  violated  this 
fiduciary  obligation  by  refusing  to  join  in  consolidated 
returns  which  would  minimize  defendant's  taxes. 

Premise  and  conclusion  of  this  argument  are  equally 
faulty. 

(a)  To  begin  with,  plaintiff  was  no  longer  a  stockholder  , 
of  defendant  during  the  critical  period  from  July  1944  to  j 
June  1945 ;  it  had  surrendered  the  stock  in  April  1944.  j 
Moreover  control,  rather  than  stock  ownership,  has  been  j 
held  to  be  the  basis  of  fiduciary  obligations  {Southern}^ 
Pacific  Co.  V.  Bogert,  supra,  250  U.  S.,  at  492) ;  and  plaintiff  | 
certainly  had  no  control  of  defendant  or  its  court-appointed  \ 
trustees.  On  both  counts  defendant's  argument  to  estab-? 
lish  fiduciary  duties  of  plaintiff  is  untenable. 

(b)  But  even  if  plaintiff  had  been  a  fiduciary,  it  was 
under  no  obligation  to  file  consolidated  returns  and  make 
its  tax  credit  available  to  defendant.  The  tax  credit,  as 
we  have  shown  {supra,  pp.  55-57),  was  a  thing  of  value. 
A  fiduciary  is  held  to  the  highest  standards  of  honesty  in 
dealing  with  his  cestui ;  but  he  certainly  is  not  required  to 
donate  his  own  pro]Derty  to  the  cestui.  Plaintiff's  tax  credit 
was  its  OA\Ti,  not  defendant's ;  and  if  plaintiff 
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"decided  that  its  best  interests  required  filing  by  it 
of  a  separate  tax  return,  no  provision  of  the  law  denied 
it  this  privilege  *  *  *." 

Diike  Power  Co.  v.  Commissioner,  supra,  44  V.  2d, 
at  545. 

Moreover,  by  filing  consolidated  returns  plaintiff  sub- 
jected itself  to  joint  and  several  liability  for  any  taxes 
or  tax  deficiencies  which  might  be  assessed  on  defendant's 
income  (Treas.  Reg.  104,  §  23.15(d)).  It  is  not  a  fiduciary's 
duty  to  make  himself  the  surety  for  his  cestui's  tax  obli- 
gations. 

(c)  In  any  event,  if  plaintiff  was  under  a  fiduciary  duty 
to  defendant,  defendant  was  under  no  less  an  obligation 
to  plaintiff.  The  duality  of  management  and  defendant's 
control  of  the  tax  transactions  created  this  obligation.  De- 
fendant's argument  thus  leads,  at  most,  to  the  conclusion 
that  both  parties  were  required  to  deal  fairly  with  each 
other.  Nowhere  has  defendant  shown  that  fair  dealing- 
permitted  it  to  retain  the  tax  savings  derived  from  plain- 
tiff's tax  credit.  On  the  contrary,  in  the  light  of  the  pur- 
pose of  the  tax  laws  to  mitigate  plaintiff's  stock  loss  and 
to  benefit  it  as  the  parent  of  the  affiliated  group,  fairness 
entitled  plaintiff  at  least  to  a  fair  share  of  the  tax  savings 
produced  by  the  joint  action  of  the  parties. 

2.  Plaintiff's  alleged  oblir/afion  under  the  hanl'rnpieji 
laws. 

Defendant's  second  argument  is  predicated  upon  its 
bankruptcy  reorganization.  Defendant,  as  the  debtor  in 
reorganization,  was  obligated  to  preserve  its  assets  for 
the  benefit  of  creditors.  Plaintiff,  as  its  stockholder,  was 
under  the  same  duty  by  virtue  of  §  7(b)  of  the  Bankruptcy 
Act,  11  IT.  S.  C.  -^  25(b).  From  tliis  obligation  defendant 
.'oncludes  that  plaintiff  was  recfuired  to  preserve  defend- 
ant's estate  by  minimizing  its  tax  through  the  filing  of  con- 
"lidated  returns. 
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(a)  Again  this  argument  overlooks  that,  at  the  time  the 
consolidated  returns  and  the  refund  claim  were  filed,  plain- 
tiff was  no  longer  a  stockholder  of  defendant.  §7(b)  of 
the  Bankruptcy  Act  was  therefore  inapplicable;  hence  de- 
fendant's bankruptcy  imposed  no  duty  on  plaintiff  to  pre- 
serve defendant's  assets. 

(b)  Again,  even  if  it  were  assumed  that  plaintiff  was 
under  an  obligation  to  preserve  defendant's  assets  because 
of  its  bankruptcy,  yet  certainly  jilaintiff  was  under  no 
duty  to  donate  its  tax  credit  to  defendant.  It  is  true  that 
plaintiff's  tax  credit  could  be  of  great  value  to  defend- 
ant ;  but  does  it  follow  that  plaintiff  was  obligated  to  make 
a  gift  of  it  to  defendant?  If  plaintiff  had  been  the  owner, 
say,  of  rolling  stock  useful  to  defendant,  no  one  would 
argue  that  defendant's  need,  or  its  bankruptcy,  created  an 
obligation  of  plaintiff  to  donate  its  property  to  defendant. 
No  better  ground  exists  for  defendant's  contention  that 
plaintiff  was  obligated,  because  of  defendant's  bankruptcy, 
to  donate  its  tax  credit  to  defendant  and,  on  top  of  that, 
by  joining  in  consolidated  returns,  to  make  itself  jointly 
and  severally  liable  for  defendant's  tax  debts. 

(c)  Furthermore,  any  obligation  on  plaintiff's  part  to 
preserve  defendant's  assets  did  not  include  the  duty  to 
confer  upon  defendant  a  tax  saving  which,  by  the  very 
purpose  of  the  tax  laws  was  designed  for  plaintiff,  not  for 
defendant.  The  purpose  of  the  tax  laws  was  to  mitigate 
plaintiff's  stock  loss,  not  to  give  defendant  an  undeserved 
and  unmotivated  tax  advantage;  and  this  statutory  pur- 
pose was  not  changed  by  defendant's  bankruptcy. 

(d)  Finally,  it  might  be  noted  that  the  1944  returns  and 
the  1942  refund  claim  were  filed  in  1945,  long  after  de- 
fendant had  emerged  from  reorganization.  No  argument 
based  on  defendant's  bankruptcy  can  apply  to  transactions 
made  after  the  bankruptcy  had  ended. 

We  submit  that  the  decision  below  cannot  be  sustained 
because  of  the  alleged  obligation  of  plaintiff'  to  join  in 
consolidated  returns. 
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Conclusion 

It  is  respectfully  submitted  that  the  judg'inent  of  the 
District  Court  should  be  reversed  and  that  this  Court  should 
grant  judgment  for  plaintiff  in  the  amount  of  defendant's 
tax  savings  or,  at  least,  of  such  part  thereof  as  to  this 
Court  may  appear  fair  in  the  circumstances  of  this  case. 

Dated:   San  Francisco,  Calif.,  September  14,  1950. 

Respectfully  submitted, 

William  E.  Haudkk, 
Julius  Levy, 
Webster  V.  Clark, 
Rogers  &  Clark, 

111  Sutter  Building, 
San  Francisco  4,  Calif. 

Poinerantz  i^evy  Schreiber  &  Haudek, 
295  Madison  Avenue, 
New  York  17,  N.  Y. 

David  Friedenrich, 
Balfour  Building, 

San  Francisco  4,  Calif. 

Attorneys  for  Plaintiffs- 
Intervenors- Appellants. 
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APPENDIX 

TEXT  OF  STATUTES  AND  REGULATIONS  CITED 

Bankruptcy  Act,  §  7,  11  U.  S.  C,  §  25 

Duties  of  bankrupts 

a.    The  bankrupt  shall  (1)  attend  at  the  first  meeting  of 
his  creditors,  at  the  hearing  upon  objections,  if  any,  to  his 
api^lication  for  a  discharge  and  at  such  other  times  as  the 
court  shall  order;  (2)  comi^ly  with  all  laAvful  orders  of  the 
court;   (3)   examine  and  report  to  his  trustee  concerning 
the  correctness  of  all  jDroofs  of  claim  filed  against  his 
estate;   (4)   execute  and  deliver  such  papers  as  shall  be 
ordered  by  the  court;  (5)  execute  and  deliver  to  his  trustee 
transfers  of  all  his  property  in  foreign  countries;  (6)  im- 
mediately inform  his  trustee  of  any  attempt  by  his  cred- 
itors or  other  persons  to  evade  the  provisions  of  this  title 
coming  to  his  knowledge;  (7)  in  case  of  any  person  having 
to  his  knowledge  proved  a  false  claim  against  his  estate, 
disclose  that  fact  innnediately  to  his  trustee;  (8)  prepare, 
make  oath  to,  and  file  in  court  within  five  days  after  adjudi- 
cation, if  an  involuntary  bankrupt,  and  with  his  petition, 
if  a  voluntary  bankrupt,  a  schedule  of  his  property,  show- 
ing the  amount  and  kind  of  property,  the  location  thereof 
I  and  its  money  value,  in  detail ;  and  a  list  of  all  his  creditors, 
j  including  all  persons  asserting  contingent,  unlicpiidated,  oi- 
1  disputed  claims,  sho.wing  their  residence,  if  known,  or  il* 
unknown  that  fact  to  be   stated,  the  amount  due   to   or 
I  claimed  by  each  of  them,  the  consideration  thereof,  the 
[security  held  by  them,  if  any,  and  what  claims,  if  any,  are 
icontingent,  unliquidated,  oi'  dis])uted;  and  a  claim  for  such 
•  xemptions  as  he  may  be  entitled  to;  all  in  triplicate,  one 
jcopy  for  the  clerk,  one  for  the  referee,  and  one  for  tlie 
trustee:    Provided,  That  the  court  may  foi-  cause  shown 
mant  further  time  for  the  filing  of  such  schedules  if,  with 
liis  petition  in  ji  voluntary  ))i-o('('<'(ling  oi-  with  his  n])pli('n- 


tion  to  have  siicli  time  extended  in  an  involuntary  proceed- 
ing, the  bankrupt  files  a  list  of  all  such  creditors  and  their 
addresses;  (9)  file  in  triplicate  with  the  court  at  least  five 
days  prior  to  the  first  meeting  of  his  creditors  a  statement 
of  his  affairs  in  such  form  as  may  be  prescribed  by  the 
Supreme  Court;  (10)  at  the  first  meeting  of  his  creditors, 
at  the  hearing  upon  objections,  if  any,  to  his  discharge  and 
at  such  other  times  as  the  court  shall  order,  submit  to  an 
examination  concerning  the  conducting  of  his  business,  the 
cause  of  his  bankruptcy,  his  dealings  with  his  creditors  and 
other  persons,  the  amount,  kind,  and  whereabouts  of  his 
property,  and,  in  addition,  all  matters  which  may  affect 
the   administration   and   settlement   of  his   estate   or   the 
granting  of  his  discharge ;  but  no  testimony  given  by  Mm 
shall  be  offered  in  evidence  against  him  in  any  criminal 
proceeding,  except  such  testimony  as  may  be  given  by  him 
in  the  hearing  upon  objections  to  his  discharge :  Provided, 
however,  That  when  the  bankrupt  is  required  to  attend  for 
examination,  exce^ot  at  the  first  meeting  and  at  the  hearing 
upon  objections,  if  any,  to  his  discharge,  he  shall  be  paid 
actual  and  necessary  traveling  expenses  for  any  distance  in 
excess  of  one  hundred  miles  from  his  place  of  residence  at 
the  date  of  bankruptcy:    And  provided  further.  That  the; 
court  may  for  cause  shown,  and  upon  such  terms  and  con-  j 
ditions  as  the  court  may  impose,  permit  the  bankrupt  to  be  * 
examined  at  such  place  as  the  court  may  direct  whether^ 
within  or  witliout  the  district  in  which  the  proceedings  are  ' 
pending;  and   (11)  when  required  by  the  court,  prepare, i 
verify,  and  file  with  the  court  in  duplicate  a  detailed  inven-  j 
tory,  showing  the  cost  to  him  of  his  merchandise  or  of  such  ] 
other  property  as  may  be  designated,  as  of  the  date  of  hisi 
bankruptcy. 

b.  Where  the  bankrupt  is  a  corporation,  its  officers,  the 
members  of  its  board  of  directors  or  trustees  or  of  other 
similar  controlling  bodies,  its  stockholders  or  members,  or 
such  of  them  as  may  be  designated  by  the  court,  shall  per- 
form the  duties  imposed  upon  the  bankrupt  by  this  title. 


Internal  Revenue  Code 

§  23.  Deductions  from  gross  income.  In  eoiiiputing  net 
income  there  shall  be  allowed  as  deductions :  *  *  * 

(g)  Capital  losses. 

(1)  Limitation.  Losses  from  sales  or  exchanges  of  capi- 
tal assets  shall  be  allowed  only  to  the  extent  provided  in 
section  117. 

(2)  Securities  becoming  worthless.  If  any  securities  (as 
defined  in  paragraph  (3)  of  this  subsection)  become  worth- 
less during  the  taxable  year  and  are  capital  assets,  the  loss 
resulting  therefrom  shall,  for  the  purposes  of  this  chapter, 
be  considered  as  a  loss  from  the  sale  or  exchange,  on  the 
last  day  of  such  taxable  year,  of  capital  assets. 

(3)  Definition  of  securities.  As  used  in  paragraph  (2) 
of  subsection  the  term  "securities"  means  (A)  shares  of 
stock  in  a  corporation,  and  (B)  rights  to  subscribe  for  or 
to  receive  such  shares. 

(4)  Stock  in  affiliated  corporation.    For  the  purposes  of 
[paragraph  (2)  stock  in  a  corporation  affiliated  with  the  tax- 
payer shall  not  be  deemed  a  capital  asset.    For  the  pur- 
poses of  this  paragraph  a  corporation  shall  be  deemed  to 
be  affiliated  with  the  taxpayer  only  if: 

(A)  at  least  95  ])er  centum  of  each  class  of  its  stock  is 
owned  directly  by  the  taxi)ayer;  and 

(B)  more  than  90  per  centum  of  the  aggregate  of  its 
gross  incomes  for  all  taxable  years  has  been  from  sources 
othei-  than  royalties,  rents  (except  rents  derived  from 
rental  of  properties  to  employees  of  the  company  in  the 
ordinary  course  of  its  operating  business),  dividends,  in- 
terest (except  interest  received  on  deferred  purchase  price 
'•f  operating  assets  sold),  annuities,  or  gains  from  sales 

M-  exchanges  of  stocks  and  securities;  and 

(C)  the  taxpayei-  is  a  domestic  corjioratioii. 


§  122.    Net  operating  loss  deduction 

(a)  Definition  of  net  operating  loss.  As  used  in  this  sec- 
tion, the  term  "net  operating  loss"  means  the  excess  of  the 
deductions  allowed  by  this  chapter  over  the  gross  income, 
mth  the  exceptions,  additions,  and  limitations  provided  in 
subsection  (d). 

(b)  Amount  of  carry-back  and  carry-over. 

(1)  Net  operating  loss  carry-back.  If  for  any  taxable 
year  beginning  after  December  31,  1941,  the  taxi)ayer  has 
a  net  operating  loss,  such  net  operating  loss  shall  be  a 
net  operating  loss  carry-back  for  each  of  the  two  preced- 
ing taxable  years,  except  that  the  carry-back  in  the  case 
of  the  first  preceding  taxable  year  shall  be  the  excess,  if 
any,  of  the  amount  of  such  net  operating  loss  over  the  net 
income  for  the  second  preceding  taxable  year  computed 
( A)  with  the  exceptions,  additions,  and  limitations  i^rovided 
in  subsection  (d)  (1),'  (2),  (4),  and  (6),  and  (B)  by  deter- 
mining the  net  operating  loss  deduction  for  such  second 
preceding  taxable  year  without  regard  to  such  net  operat- 
ing loss. 

(2)  Net  operating  loss  carry-over.     If  for  any  taxable 
year  the  taxpayer  has  a  net  operating  loss,  such  net  op-] 
crating  loss  shall  be  a  net  operating  loss  carry-over  forj 
each  of  the  two  succeeding  taxa])le  years,  except  that  the' 
carry-over  in  tlie  case  of  the  second  succeeding  taxable 
year  shall  be  the  excess,  if  any,  of  the  amount  of  such  net 
operating  loss  over  the  net  income  for  the  intervening  tax- 
able year  computed  (A)  with  the  exceptions,  additions,  and 
limitations  provided  in  subsection   (d)    (1),   (2),   (4),  and 
(6),  and  (B)  by  determining  the  net  operating  loss  deduc- 
tion for  such  intervening  taxable  year  without  regard  to 
such  net  operating  loss  and  without  regard  to  any  net  op- 
erating loss  carry -back.  For  the  purposes  of  the  preceding 
sentence,  the  net  operating  loss  for  any  taxable  year  begin- 
ning after  December  31,  1941  shall  be  reduced  by  the  sum 
of  the  net  income  for  each  of  the  two  preceding  taxable 
years  (computed  for  each  such  preceding  taxable  year  witli 


tlie  exceptions,  additions,  and  limitations  provided  in  sub- 
section (d)  (1),  (2),  (4),  and  (6),  and  computed  by  deter- 
mining the  net  operating  loss  deduction  Av-itliout  regard  to 
such  net  operating  loss  or  to  the  net  operating  loss  for  the 
succeeding  taxal)le  year). 

§  129.    Acquisitions  made  to  evade  or  avoid  income  or 
excess  profits  tax 

(a)  Disallowance  of  deduction,  credit,  or  allowance,    if 

(1)  any  person  or  persons  acquire,  on  or  after  October  8, 
1940,  directly  or  indirectly,  control  of  a  corporation,  or 

(2)  any  corporation  acquires,  on  or  after  October  8,  1940, 
directly  or  indirectly,  i^roperty  of  another  corporation,  not 
controlled,  directly  or  indirectly,  immediately  jjrior  to  such 
acquisition,  by  such  acquiring  corporation  or  its  stockhold- 
ers, the  basis  of  which  property,  in  the  hands  of  the  acquir- 
ing corporation,  is  determined  by  reference  to  the  basis  in 
the  hands  of  the  transferor  corporation,  and  the  principal 
purpose  for  w^hich  such  acquisition  was  made  is  evasion  or 
avoidance  of  Federal  income  or  excess  profits  tax  by  secur- 
|ing  the  benefit  of  a  deduction,  credit,  or  other  allowance 
jwhicli  such  person  or  corporation  would  not  otherwise  en- 
joy, then  such  deduction,  credit,  or  other  allowance  shall 
pot  be  allowed.  For  the  purposes  of  clauses  (1)  and  (2), 
pontrol  means  the  ownership  of  stock  possessing  at  least 
50  per  centum  of  the  total  combined  voting  power  of  all 
j'lasses  of  stock  entitled  to  vote  or  at  least  50  per  centum 
)f  the  total  value  of  shares  of  all  classes  of  stock  of  the 

ijorporation. 

1 1  (b)  Power  of  Commissioner  to  allow  deduction,  etc.,  in 
j)art.  In  any  case  to  which  subsection  (a)  is  a])])licnble  the 
;^nmiissioner  is  authorized — 

( I)  to  allow  as  a  deduction,  credit,  or  allowance  any  part 
r  any  amount  disallowed  by  such  subsection,  if  he  deter- 
lines  that  such  allowance  will  not  result  in  the  evasion  oi* 
'voidance  of  Federal  income  and  excess  profits  tax  for 
Inch  the  acquisition  Avas  made ;  or 
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(2)  to  distribute,  apportion,  or  allocate  gross  income, 
and  distribute,  apportion,  or  allocate  the  deductions, 
credits,  or  allowances  the  benefit  of  which  was  sought  to 
be  secured,  between  or  among  the  corporations,  or  proper- 
ties, or  parts  thereof,  involved,  and  to  allow  such  deduc- 
tions, credits,  or  allowances  so  distributed,  aj)portioned,  or 
allocated,  but  to  give  effect  to  such  allowance  only  to  such 
extent  as  he  determines  will  not  result  in  the  evasion  or 
avoidance  of  Federal  income  and  excess  profits  tax  for 
which  the  acquisition  was  made;  or 

(3)  to  exercise  his  powers  in  part  under  paragraph  (1) 
and  in  part  under  paragraph  (2). 

§  141.    Consolidated  returns 

(a)  Privilege  to  file  consolidated  income  and  excess- 
profits-tax  returns.  An  affiliated  group  of  corporations 
shall,  subject  to  the  provisions  of  this  section,  have  the 
privilege  of  making  consolidated  income  and  excess-profits- 
tax  returns  for  the  taxable  year  in  lieu  of  separate  returns. 
The  making  of  consolidated  returns  shall  be  upon  the  con- 
dition that  the  affiliated  group  shall  make  both  a  consoli- 
dated income-tax  return  and  a  consolidated  excess-profits- 1 
tax  return  for  the  taxable  year,  and  that  all  corporations  i 
which  at  any  time  during  the  taxable  year  have  lieen  mem-  \ 
bers  of  the  affiliated  group  making  a  consolidated  income- 
tax  return  consent  to  all  the  consolidated  income-  and  ex- 
cess-profits-tax regulations  prescribed  under  subsection  (b) 
prior  to  the  last  day  j^rescribed  by  law  for  the  filing  of  such 
return.  The  making  of  a  consolidated  income-tax  return 
shall  be  considered  as  such  consent.  In  the  case  of  a  cor- 
poration which  is  a  member  of  the  affiliated  group  for  a 
fractional  part  of  the  year,  the  consolidated  returns  shall 
include  the  income  of  such  corporation  for  such  part  of  the, 
year  as  it  is  a  member  of  the  affiliated  group.  In  the  case; 
of  a  corporation  which  is  not  a  member  of  the  affiliated 
group  after  ]\[arch  31,  1942,  of  the  last  taxable  year  of 
such  group  wliieh  1)egins  before  April  1,  1942,  such  cor-  ' 
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jjoration  shall  not  be  considered  a  member  of  the  affiliated 
group  for  consolidated  income-tax-return  purposes  for  such 
year  but  shall  ])o  considered  a  member  of  such  group  for 
consolidated  excess-profits-tax-return  purjDoses  for  such 
year,  and  the  consent  retpired  in  the  case  of  such  corpora- 
tion shall  relate  only  to  the  consolidated  excess-profits-tax 
i-egulations. 

(b)  Regulations.  The  Conmiissioner,  with  the  approval 
of  the  (Secretary,  shall  prescribe  such  regulations  as  he 
may  deem  necessary  in  order  that  the  tax  lialjilily  of  any 
afhliated  group  of  corporations  making  consolidated  in- 
come- and  excess-profits-tax  returns  and  of  each  corpora- 
tion in  the  group,  both  during  and  after  the  jjeriod  of  affilia- 
tion, may  be  returned,  determined,  computed,  assessed,  col- 
lected, and  adjusted,  in  such  manner  as  clearly  to  reflect 
the  income-  and  excess-profits-tax  liability  and  the  various 
factors  necessary  for  the  determination  of  such  liability, 
and  in  order  to  prevent  avoidance  of  such  tax  liability. 
Such  regulations  shall  prescribe  the  amount  of  the  net 
operating  loss  deduction  of  each  member  of*  the  grou]) 
which  is  attributable  to  a  deduction  allowed  for  a  taxable 
year  })eginning  in  1941  on  accoujit  of  property  considered 
as  destroyed  or  seized  under  section  127  (relating  to  war 
losses),  and  the  allowance  of  the  amount  so  prescri})ed  as 
a  deduction  in  computing  the  net  income  of  the  group  shall 
not  be  limited  by  the  ainouiit  of  the  net  income  of  such 
member. 

(c)  Computation  and  ])a>mient  of  tax.  in  any  case  in 
which  consolidated  income-tax  and  excess-profits-tax  re- 
turns are  made  or  are  required  to  be  made,  the  taxes  shall 
be  determined,  computed,  assessed,  collected,  and  adjusted 
in  accordance  with  the  regulations  under  subsection  (b) 
prescril)ed  ])rior  to  the  last  day  prescribed  by  law  for  the 
filing  of  such  returns;  except  that  the  tax  imposed  undei- 
section  IT)  oi-  section  204  shall  be  increased  by  2  i)er  centum 

i  hf  the  consolidated  corporation  surtax  net  income  of  the 
Kffiliuled  group  of  includible  coi-porations.     Only  one  spe- 
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cific  exemption  of  $10,000  provided  in  section  710(b)  (1) 
shall  be  allowed  for  the  entire  affiliated  group  of  corpora- 
tions for  the  purposes  of  the  tax  imposed  by  Subchapter  E 
of  Chapter  2. 

(d)  Definition  of  "affiliated  group".  As  used  in  this 
section,  an  "affiliated  group"  means  one  or  more  chains  of 
includible  corporations  connected  through  stock  ownershiiJ 
with  a  common  parent  corporation  which  is  an  includible 
corporation  if — 

(1)  Stock  possessing  at  least  95  per  centum  of  the  vot- 
ing power  of  all  classes  of  stock  and  at  least  95  per  centum 
of  each  class  of  the  nonvoting  stock  of  each  of  the  includ- 
ible corporations  (except  the  common  parent  corporation) 
is  owned  directly  by  one  or  more  of  the  other  includible 
corporations ;  and 

(2)  The  common  joarent  corporation  owns  directly  stock 
possessing  at  least  95  per  centum  of  the  voting  power  of 
all  classes  of  stock  and  at  least  95  per  centum  of  each  class 
of  the  nonvoting  stock  of  at  least  one  of  the  other  includible 
corporations. 

As  used  in  this  subsection,  the  term  "stock"  does  not  in- ; 
elude  nonvoting  stock  which  is  limited  and  preferred  as  to 
dividends. 

(e)  Definition  of  "includible  corporation".  As  used  in 
this  section,  the  term  "includible  corporation"  means  any 
corporation  except — 

(1)  Corporations  exemiit  under  section  101  from  the  tax 
imposed  by  this  chapter. 

(2)  Insurance  companies  subject  to  taxation  imder  sec- 
tion 201  or  207. 

(3)  Foreign  corporations. 

(4)  Corporations  entitled  to  the  benefits  of  section  251, 
by  reason  of  receiving  a  large  percentage  of  their  income 
from  sources  within  possessions  of  the  United  States. 
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(5)  Corporations  organized  under  tlie  China  Trade  Act, 
1922. 

(6)  liegulated  invevstment  companies  subject  to  tax  under 
Supplement  Q. 

(7)  Any  corporation  described  in  section  725(a),  or  in 
section  727  (o),  (g),  or  (h)  (without  regard  to  the  excep- 
tion in  the  initial  clause  of  section  727)  but  not  including 
such  a  corporation  which  has  made  and  tiled  a  consent,  for 
the  taxable  year  or  any  prior  taxable  year  beginning  after 
T)ecem])e]'  31,  1943,  to  be  treated  as  an  includible  corpora- 
tion. Such  consent  shall  be  made  and  filed  at  such  time 
and  in  such  manner  as  may  be  prescribed  by  the  Commis- 
sioner with  the  approval  of  the  Secretary. 

(f)  Includible  insurance  companies.  Despite  the  provi- 
sions of  paragraph  (2)  of  subsection  (e),  two  or  more  do- 
mestic insurance  companies  each  of  which  is  subject  to 
taxation  under  the  same  section  of  this  chapter  shall  be 
considered  as  includible  corporations  for  the  purpose  of 
Iho  application  of  subsection  (d)  to  such  insurance  com- 
panies alone. 

(g)  Subsidiary  formed  to  comply  with  foreign  law.  In 
;he  case  of  a  domestic  corporation  owning  or  controlling, 
directly  or  indirectly,  100  i)er  centum  of  the  capital  stock 
(exclusive  of  directors'  qualifying  shares)  of  a  corporation 
organized  under  the  laws  of  a  contiguous  foreign  country 
and  maintained  solely  for  the  ])urpose  of  complying  with 
the  laws  of  such  country  as  to  title  and  operation  of  prop- 
erty, such  foreign  corporation  may,  at  the  option  of  the 
domestic  corporation,  be  treated  for  the  purpose  of  this 
Bhapter  and  of  Subchapter  E  of  Chapter  2  as  a  domestic 
3orpo7-ation. 

(h)   Suspension  of  running  of  statute  of  limitations.     If 

a  notice  under  section  272(a)  in  respect  of  a  deficiency  fo?- 

riiy  taxal)]e  year  is  mailed  to  a  corporation,  the  suspension 

f  the  i-unning  of  the  statute  of  limitations,  provided   in 

ection  277,  shall  apply  in  the  case  of  corporations  with 
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which  such  corporation  made  a  consolidated  return  for 
such  taxable  year. 

(i)  Allocation  of  income  and  deductions.  For  alloca- 
tion of  income  and  deductions  of  related  trades  or  busi- 
nesses, see  section  45. 


Securities  and  Exchange  Commission  Rule  U-45 

(a)  General  provision. — No  registered  holding  company 
or  subsidiary  company  shall,  directly  or  indirectly,  lend 
or  in  any  manner  extend  its  credit  to  nor  indemnify,  nor 
make  any  donation  or  capital  contribution  to,  any  company 
in  the  same  holding  company  system,  except  pursuant  to  a 
declaration  notifying  the  Commission  of  the  proposed 
transaction,  which  has  become  effective  in  accordance  with 
the  procedure  specified  in  Kule  U-23,  and  pursuant  to  the 
order  of  the  Commission  with  respect  to  such  declaration 
under  the  applicable  provisions  of  the  Act. 

(b)  Exceptions. — The  following  transactions  shall  be 
exempt  from  the  declaration  requirements  of  this  rule : 

(6)  A  loan  or  extension  of  credit  or  an  agreement  of 
indemnity  arising  out  of  a  consolidated  tax  return  filed  by 
a  holding  company  (or  other  j)arent  company)  and  its  sub- 
sidiaries: Provided,  That  the  top  company  in  the  group 
assumes  primary  responsibility  for  the  payment  of  any 
tax  liability  involved,  subject  to  the  right  to  contribution 
from  the  several  members  of  the  group  in  an  amount  not 
exceeding  as  to  any  company  that  percentage  of  the  sum 
of  the  normal  tax,  surtax,  and  an  excess  profits  tax  on  a 
consolidated  basis  which  the  sum  of  the  normal  tax,  surtax 
and  excess  profits  tax  of  such  company  if  paid  on  a  sepa- 
rate return  basis  is  of  the  aggregate  amount  of  normal, 
surtax  and  excess  profits  taxes  of  the  individual  companies 
based  upon  separate  returns.    In  each  instance  the  amount 
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oi'  excess  profits  tax  shall  be  computed  less  the  amount  of 
the  post-war  refund.  In  computing  each  company's  tax 
on  a  separate  return  basis,  allowance  shall  be  made  foi- 
k)ss  carry-over  and  other  adjustments  as  if  the  company 
had  always  filed  its  tax  return  on  a  separate  return  basis. 
The  amount  of  post-war  refund  bonds  which  the  consoli- 
dated group  will  acquire  (under  Section  780  of  the  Internal 
Kevenue  Code)  and  the  liability  therefor  shall  be  allocated 
to  the  several  members  of  the  group  in  the  ratio  that  the 
])ost-war  refund  bonds  each  company  would  acquire  on  a 
separate  return  basis  ]iears  to  the  sum  of  the  post-war 
refund  bonds  which  all  of  the  companies  would  accjuire  on 
the  basis  of  separate  tax  returns. 


Treasury  Regulation  104 

§23.12: 

(a)  A  consolidated  return  shall  be  made  on  Form  1120 
by  the  common  parent  corporation  for  the  affiliated  group. 
Such  return  shall  l)e  filed  at  the  time  and  in  the  office  of 
the  collector  of  the  district  prescribed  for  the  filing  of  a 
s(']iarate  return  by  such  corporation. 

(b)  Each  subsidiary  must  prepare  duplicate  originals  of 
l'V)rm  1122,  consenting  to  these  regulations  and  authorizing 
I  lie  common  parent  corporation  to  make  a  consolidated  re- 
Uun  on  its  beliall'  Tor  the  taxable  year  and  authorizing 
the  conunon  parent  (or,  in  the  event  of  its  failure,  the  Com- 
missioner or  the  collector)  to  make  a  consolidated  return 
(!!i  its  ])ehalf  (as  long  as  it  7-emains  a  member  of  the  affili- 
ated grou])),  for  each  year  thereafter  for  which,  under  sec-. 
jtion  28.11  (a),  the  making  of  a  consolidated  return  is  i-e- 
i(|uired.  One  of  such  forms  as  pre])ai'ed  by  each  subsidiary 
-lial!  be  attached  to  the  consolidated  return,  as  a  part 
ilicreof ;  and  the  other  shall  be  filed,  at  or  before  the  time 
'Ik'  c'Ui.-^olidated  return  is  filed,  in  the  office  of  the  collectoi- 
I'oi-  the  district  prescribed  for  the  filing  of  a  separate  re- 
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turn  by  such  subsidiary.  No  such  consent  can  be  with- 
drawn or  revoked  at  any  time  after  the  consolidated  return 
is  filed. 

The  filing  of  Form  1122  for  a  taxable  year  beginning 
after  December  31,  1943,  by  a  subsidiary  which  is  either  a 
personal  service  corporation  as  described  in  section  725(a) 
or  a  corporation  described  in  section  727  (e),  (g),  or  (h) 
shall  constitute  the  making  and  filing  of  its  consent  to 
be  treated  as  an  includible  corporation  under  section 
141(e)(7). 

If  the  common  parent  corporation  is  a  personal  service 
corporation  as  described  in  section  725(a)  or  a  corjjoration 
described  in  section  727  (e),  (g),  or  (h),  the  making  and 
filing  of  the  consolidated  income  tax  return  for  a  taxable 
year  beginning  after  December  31,  1943,  shall  constitute 
the  making  and  filing  of  its  consent  to  be  treated  as  an 
includible  corporation  under  section  141(e)(7). 

A  corporation  which  consents  to  be  treated  as  an  includ- 
ible corporation  for  a  taxable  year  beginning  after  Decem- 
ber 31,  1943,  shall  be  treated  as  an  includible  corporation 
for  all  subsequent  years,  regardless  of  whether  the  affiliated 
group  of  which  such  corporation  is  a  member  during  such 
subsequent  years  is  the  same  as  the  affiliated  group  of  which  > 
such  corporation  was  a  member  when  such  consent  was  filed,  i 
No  consent  to  be  treated  as  an  includible  corporation  under  j 
section  141(e)(7)   can  be  withdrawn  or  revoked  at  any  f 
time  after  the  consolidated  return  is  filed  for  the  first  tax- 
able year  for  which  the  consent  is  filed. 

§23.15: 

(a)  Except  as  provided  in  paragraph  (6),  the  common 
parent  corporation  and  each  subsidiary,  a  member  of  the 
affiliated  group  during  any  part  of  a  consolidated  return 
period,  shall  be  severally  liable  for  the  tax  (including  any  i 
deficiency  in  respect  thereof)  computed  upon  the  consoli- 
dated net  income  of  the  group. 


(b)  If,  at  the  time  of  filing  a  consolidated  return,  one  or 
more,  but  not  all,  of  the  members  of  the  affiliated  group  are 
in  bankruptcy  under  the  laws  of  the  United  States  or  in 
receivership  in  any  court  of  the  United  States  or  of  any 
State,  Territory,  or  the  District  of  Columbia,  then  the  lia- 
l)ility  under  paragraph  (a)  of  each  such  member  of  tlie 
group  with  respect  to  the  period  covered  by  such  return 
shall  not  exceed  such  portion  of  the  consolidated  tax  lia- 
bility for  such  period  as  the  several  corporations  included 
ill  the  consolidated  return  may,  subject  to  the  approval  of 
the  Commissioner,  agree  upon,  or,  in  the  absence  of  such 
an  agreement,  an  amount  ('(jual  to  its  liability  for  such  year 
computed  as  if  a  separate  return  had  been  filed. 

(c)  If  a  subsidiary  has  ceased  to  be  a  member  of  the 
affiliated  group,  its  liability  under  paragraph  {a)  shall  re- 
main unchanged,  except  that  if  such  cessation  occurred 
prior  to  the  date  upon  Avliich  any  deficiency  is  assessed  and 
I'esulted  from  a  bona  fide  sale  of  stock  for  fair  value,  the 
Commissicmer  may,  if  he  believes  that  the  assessment  oi- 
collection  of  the  balance  of  the  deficiency  will  not  be  jeopar- 
dized, make  assessment  and  collection  of  such  deficiency 
from  such  former  subsidiary  in  an  amount  not  exceeding 
the  ])ortioii  thereof  allocable  to  it  upon  the  basis  of  income" 
used  in  the  computations  respectively  of  the  normal  tax 
and  any  sui'taxes  included  in  such  deficiency. 

(d)  Any  agreement  entered  into  by  one  or  more  mem- 
bers of  the  affiliated  group  with  any  other  members  of  such 
?roup  or  with  any  other  person  shall  in  no  case  have  the 

ffect  of  reducing  the  liability  prescribed  under  this  section. 

§23.  Hi: 

(a)  The  common  parent  corporation  shall  be  for  all  ])iir- 
loses,  in  respect  of  the  tax  for  the  taxal)le  year  for  which 
<;onsolidated  return  is  made  or  is  required,  the  sole  agent, 
luly  authorized  to  act  in  its  own  name  in  all  matters  I'elat- 
ng  to  such  tax,  for  each  corporation  which  during  any  ])ai-t 


14 

of  such  year  was  a  member  of  the  affiliated  group.  The 
corporations,  other  than  the  common  parent,  shall  not  have 
authority  to  act  for  or  to  represent  themselves  in  any  such 
matter.  For  example,  all  correspondence  will  be  carried 
on  directly  with  the  conmaon  parent ;  notices  of  deficiencies 
will  be  mailed  only  to  the  common  parent,  and  the  mailing 
to  the  common  i^arent  shall  be  considered  as  a  mailing  to 
each  such  corporation;  notice  and  demand  for  payment  of 
taxes  will  be  given  only  to  the  common  parent,  and  such 
notice  and  demand  shall  be  considered  as  a  notice  and 
demand  to  each  such  corporation;  the  common  parent  will 
file  petitions  and  conduct  proceedings  before  the  Board  of 
Tax  Appeals,  and  any  such  petition  shall  be  considered  as 
having  also  been  filed  by  each  such  corporation;  the  com- 
mon parent  will  file  claims  for  refund  or  credit;  refunds 
will  be  made  directly  to  and  in  the  name  of  the  common 
parent  and  will  discharge  any  liability  of  the  Government 
in  respect  thereof  to  any  such  corporation ;  and  the  common 
parent  in  its  name  will  give  waivers,  give  bonds,  and  exe- 
cute closing  agreements,  offers  in  compromise,  and  all  other 
documents,  and  any  waiver  or  bond  so  given,  or  agreement, 
offer  in  compromise,  or  any  other  document  so  executed, 
shall  be  considered  as  having  also  been  given  or  executed 
by  each  such  corporation.  Notwithstanding  the  provisions 
of  this  paragraph,  however,  any  notice  of  deficiency,  in  i 
respect  of  the  tax  for  a  consolidated  return  period,  ^vill 
name  each  corporation  which  was  a  member  of  the  affiliated 
group  during  any  part  of  such  period,  and  any  assessment 
(whether  of  the  original  tax  or  of  a  deficiency)  "will  be 
made  in  the  name  of  each  such  corporation  (but  a  failure 
to  include  the  name  of  any  such  corporation  will  not  affect 
the  validity  of  the  notice  of  deficiency  or  the  assessment 
as  to  the  other  corporations) ;  any  notice  and  demand  for 
payment  will  name  each  corporation  which  was  a  member 
of  the  affiliated  group  during  any  part  of  such  period  (but 
a  failure  to  include  the  name  of  any  such  corporation  will 
not  affect  the  validity  of  the  notice  and  demand  as  to  the 


other  corporations) ;  and  any  distraint  (or  warrant  in  re- 
spect thereof),  any  levy  (or  notice  in  respect  thereof),  any 
notice  of  a  lien,  or  any  other  i)roceeding  to  collect  the 
anionnt  of  any  assessment,  after  the  assessment  has  been 
made,  will  name  the  corporation  from  which  such  collection 
is  to  be  made.  The  provisions  of  this  paragraph  shall 
apply  whether  or  not  a  consolidated  return  is  made  for  any 
subsequent  year,  and  whether  or  not  one  or  more  subsidi- 
aries have  become  or  have  ceased  to  be  members  of  the 
group  at  any  time.  Notwithstanding  the  provisions  of  this 
paragraph,  the  Commissioner  may,  if  he  deems  it  advisable, 
deal  directly  with  any  member  of  the  group  in  respect  of 
its  liability,  in  which  event  such  member  shall  have  full 
authority  to  act  for  itself. 
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No.  12,506 

IN  THE 

United  States 
Court  of  Appeals 

For  the  Ninth  Circuit 


The  Western  Pacific  Railroad  Corporation 
and  Alexis  I.  duP.  Bayard,  Receiver, 

Plaintiffs  and  Appellants, 
and 

Meredith  H.  Metzger,  Henry  Offerman  and 
J.  S.  Farlee  &  Co.,  Inc.,  a  corporation, 

Interveners  and  Appellants, 
vs. 

The  Western  Pacific  Railroad  Company,  et  al., 
Defendants  and  Appellees. 


Brief  for  Appellees 


STATEMENT  OF  THE  CASE 

These  are  appeals  from  a  judgment  which  denied  all  relief  to 
ippellants.  Appellant,  The  Western  Pacific  Railroad  Corpora- 
ion,  a  holding  corporation  which  formerly  owned  all  of  the 
apital  stock  of  the  pre-reorganization  The  Western  Pacific  Rail- 
ioad  Company,  brought  suit  against  the  reorganized  The  Western 
pacific  Railroad  Company  for  $17,201,739.00  on  account  of  "tax 
lavings"  of  court  trustees  who  operated  the  railroad  properties 
lUring  the  reorganization  period.  These  "tax  savings"  were  real- 
'ied  by  the  reorganization  trustees  primarily  by  reason  of  the  entry 
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of  the  holding  corporation's  losses  as  deductions  from  income  in 
consolidated  tax  returns.  The  contention  is  that  the  holding  cor- 
poration, as  parent  of  the  group  and  as  the  "loss"  member,  is 
entitled  to  collect  from  the  other  group  members  the  amounts 
thus  "saved"  by  them  in  taxes.  The  claim  is  directed  to  the  income 
of  the  reorganization  trustees  and  the  holding  corporation  seeks 
to  assert  that  claim  against  the  reorganized  railroad  company. 
The  court  below  held  that  appellants  have  no  cause  of  action  and 
that  approval  of  the  claim  would  be  in  derogation  of  the  reorgan- 
ization plan  and  the  purpose  of  Section  77  of  the  Bankruptcy  Act. 

The  Facts. 

1.     THE  PARTIES  AND  THEIR  HISTORY. 

Appellants  are  The  Western  Pacific  Railroad  Corporation,  a 
Delaware  holding  corporation  (Ex.  P.  16),  three  of  its  preferred 
stockholders  who  have  intervened  to  assert  the  Corporation's 
claims  (R.  1650-52)  and  the  receiver  of  the  Corporation,  which 
now  has  no  assets  and  does  no  business.  Appellees  are  The  West- 
ern Pacific  Railroad  Company,  a  reorganized  California  railroad 
corporation,  and  its  subsidiaries  and  a  former  afl!iliate.  Appellants 
confuse  three  distinct  entities  by  referring  to  all  of  them  as  "the 
company"  or  "defendant."  These  entities  are 

The  pre-reorganization  The  Western  Pacific  Railroad  Com- 
pany,  the   stock  of  which  was  wholly  owned  by  the 
Corporation ; 
The  reorganization  trustees,  Messrs.  Schumacher  and  Ehr-i/ 
man,  who  had  title  to  and  possession  of  the  railroad 
properties  from  November,  1935,  until  December,  1944; 
and 
The  reorganized  The  Western  Pacific  Railroad  Company  in 
which  the  Corporation  has  no  interest  whatever. 

It  is  against  the  latter,  the  reorganized  company,  that  appellants 
seek  judgment. 
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The  Western  Pacific  Railroad  Company  was  reorganized  for 
the  first  time  in  1916.   The  Corporation,  a  holding  company,  then 
acquired  all  the  stock  of  the  operating  company  (R.  493)  and 
took  charge  of  its  affairs.  In  1926  Thomas  M.  Schumacher  be- 
came president  of  the  Corporation  and  chief  executive  of  the 
operating  company   (Ex.  P.   34  B,  R.   531,  Ex.  P.  21,  R.   1719, 
Ex.  P.  25,  R.  1724)  ;  Michael  J.  Curry  then  became  a  vice  president 
of  the  Corporation  and  a  vice  president  of  the  operating  company 
(Ex.  P.  21,  R.  1719,  Ex.  P.  25,  R.  1724,  R.  640)  ;  and  in  1934 
Pierce  &  Greer,  counsel  for  the  Corporation  in  this  case,  became, 
on  Mr.  Schumacher's  recommendation  (R.  793),  general  counsel 
jfor  the  Corporation  and  counsel  for  the  operating  company  (R. 
,793,  1031).  The  Corporation's  New  York  office  was  the  head 
|office  of  the  group   (R.  737)   where  policy  was  established  and 
lall  significant  decisions  made  (R.  740-42).  The  New  York  office 
'was  also  made  the  fiscal  office  of  the  operating  company  (R.  740) 
'^nd  the  office  expense  was  divided  between  the  Corporation  and 
[the  company  (R.  643-44) .  The  Corporation  in  conventional  fash- 
ion and  for  its  own  purposes  created  and  maintained  over  the 
l/ears  the  duality  on  which  it  now  lays  emphasis. 
I    In  1925  Arthur  Curtiss  James  acquired  directly  or  through  his 
bompanies  approximately  61  per  cent  of  the  common  and  8.8  per 
jrent  of  the  preferred  stock  of  the  Corporation  (R.  501).  From 
■iien  and  until  February  1942  the  James  interests  were  represented 
)n  the  Board  of  Directors  of  the  Corporation  (R.  1480,  Ex.  P. 
12,  R.  1720).  Since  that  date  no  one  of  the  Corporation's  direc- 
ors  has  been  identified  with  any  particular  interest.    During  the 
'ears  important  here  the  Corporation's  directors  were  Thomas  M. 
tchumacher,  a  seasoned  railroad  executive  (R.  993,  1231),  past 
president  of  the  Corporation  and  for  many  years  chief  executive 
;f  the  Western  Pacific  system   (R.   1719,   1724);  M.  J.  Curry, 
or  many  years  Mr.   Schumacher's  principal  assistant    (R.   736, 
135)  described  by  the  trial  court  as  "a  perfectly  competent  man, 
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intelligent,  and  probably  a  pretty  good  railroad  man"  (R.  785)  ; 
A.  Perry  Osborn,  an  experienced  New  York  lawyer  who  is  of 
counsel  for  appellants  in  this  action  and  who  came  to  the  Board 
at  the  suggestion  of  the  Chase  National  Bank  (R.  990)  ;  Willis 
D.  Wood,  a  broker  (R.  1121),  past  governor  of  the  New  York 
Stock  Exchange  (R.  1122)  and  director  of  many  well-known 
companies  (R.  1122-23);  and  H.  Brua  Campbell,  a  member  of 
the  firm  of  Pierce  &  Greer.  The  other  four  directors  were  office 
employees  of  the  New  York  office  appointed  to  fill  vacancies  oc- 
curring during  the  reorganization  years  (R.  1138-39).  The  offi- 
cers of  the  Corporation  were  M.  J.  Curry  and  two  office  employees, 
Mary  C.  Valouch  and  J.  F.  Wienken  (Ex.  P.  21,  R.  1719).^ 

2.     THE  REORGANIZATION.^ 

Between  1916  and  1935  the  Corporation  caused  its  subsidiary, 
the  operating  company,  to  sell  securities  in  large  amounts  to  the 
public.  The  Corporation  was  unsuccessful  in  its  management  of 
the  company  and  by  1935  the  company  was  unable  to  pay  interest 
on  its  outstanding  indebtedness  of  approximately  $70,000,000 
(230  I.C.C.  64).  The  Corporation  directed  it  to  file  a  petition  for 
reorganization. 

The  railroad  properties  were  transferred  by  the  bankruptcy 
court  to  its  reorganization  trustees,  Thomas  M.  Schumacher,  presi- 
dent of  the  Corporation,  who  became  a  trustee  upon  its  recom- 
mendation (R.  1627),  and  Sidney  M.  Ehrman,  a  San  Francisco 
lawyer  (R.  1223-24).  Charles  Elsey,  president  of  the  debtor  and 
later  to  become  president  of  the  reorganized  company,  was  man- 
aging agent  for  the  trustees  (R.  1224,  1251). 


ipor  a  tabulation  of  the  officers  and  directors  of  the  Corporation  and 
their  terms  of  service  see  Appendix  A,  p.  1. 

^For  the  convenience  of  the  Court  a  "Chronology  of  Reorganization 
Proceedings"  and,  in  parallel  therewith,  a  "Chronology  of  Tax  Returns 
and  Related  Occurrences,"  have  been  prepared  and  have  been  placed  in  a 
pocket  on  the  inside  of  the  back  cover  to  this  brief.  These  chronologies 
will  aid  the  Court  in  reviewing  the  sequence  and  relation  of  events. 
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The  plan  of  reorganization  formulated  by  the  Interstate  Com- 
merce Commission  (230  I.C.C.  61,  233  I.C.C.  409)  limited  the 
first  mortgage  bonds  of  the  reorganized  company  to  $10,000,000 
to  be  exchanged  for  trustee's  certificates  (Par.  O,  233  I.C.C.  451)  ; 
it  required  the  old  first  mortgage  bondholders  to  exchange  their 
;  securities  for  income  bonds,  preferred  and  common  stock;  and 
it  declared  that  the  stock  interest  in  and  unsecured  claims  against 
the  old  company  were  totally  valueless  (Par.  P(5),  233  I.C.C. 
452).  Junior  secured  interests  were  not  paid  in  full  by  at  least 
i$3,495,900,  plus  interest  (Ex.  D.  33,  R.  2021).  The  Commission 
plan  was  approved  by  the  Supreme  Court   {Ecker  v.   Western 
\Pacific  R.  Corp.,  318  U.S.  448,  63  S.Ct.  692  (1943))  after  review 
'by  this  Court  (In  re  Western  Pacific  R.  Co.,  124  F.2d  136  (CCA. 
9,  1941 ))   and  the  court  below  (In  re  Western  Pacific  R.  Co., 
'34  F.  Supp.  493  (N.D.  Cal.  1940)).  In  October  1943,  after  sub- 
imission  to  and  approval  by  the  participating  creditors,  the  plan 
;was  confirmed  by  the  District  Court  (Ex.  P.  10,  R.  1674).  A  re- 
i organization  committee  consisting  of  Frederick  H.  Ecker,  repre- 
senting institutional  bondholders,  Frank  C  Wright,  representing 
the  Reconstruction  Finance  Corporation,  and  Robert  E.  Coulson, 
[representing  Railroad  Credit  Corporation  and  the  A.  C  James 
Company,  was  appointed  (Ex.  P.  10,  R.  1674)  ;  the  securities  of 
ithe  old  company  were  surrendered  with  the  approval  of  the  re- 
brganization  court   (Ex.  P.   13,  R.   1706)    to  the  reorganization 
Icommittee  (Ex.  P.  11,  R.  1679)  and  later  cancelled;  new  securities 
'were  issued;  and  on  December  31,  1944,  the  railroad  properties 
Nvere  turned  over  to  the  reorganized  company,  the  appellee  here 
(Ex.   P.    14,  R.    1711,  R.   36-108).   With   the  approval   of  the 
jreorganization  court  (Ex.  P.   13,  R-  1706)   and  under  authority 
3f  the  reorganization  plan  (Par.  R,  233  I.C.C.  453),  the  corporate 
:harter  of  the  old  company  was   retained   for  the  reorganized 
roncern  (Ex.  P.  13,  R.  1706).  The  reorganization  proceeding  was 
rlosed  by  a  final  order  dated  March  28,   1946   (Ex.  D.  32,  R. 
^013). 
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The  Corporation  intervened  in  the  reorganization  on  Decem- 
ber 11,  1939  (Ex.  D.  29,  R.  1994)  and  thereafter  remained  a 
party  to  the  proceeding,  represented  by  Judge  Marcus  C.  Sloss 
of  San  Francisco  (R.  1600-03). 

This  litigation  is  a  dispute  about  taxes^  and  "tax  savings"  for 
the  years  1942,  1943  and  the  first  four  months  of  1944,  a  period 
during  which  the  railroad  properties  were  owned,  controlled  and 
operated  by  the  trustees  of  the  bankruptcy  court.  It  is  a  dispute 
about  "tax  savings"  of  those  trustees. 

The  Corporation  depended  for  its  income  on  interest  and  divi- 
dends from  securities  of  The  Western  Pacific  Railroad  Company 
and  the  Denver  &  Rio  Grande  XX-^'estern  Railroad  Company  (R. 
748).  With  both  the  Western  Pacific  and  Denver  &  Rio  Grande 
properties  in  reorganization,  the  Corporation  had  no  substantial 
income  (R.  575)  and  its  financial  situation  grew  critical.  For  a 
time  it  succeeded  in  borrowing  from  its  secured  creditors  to  pay 
its  office  expenses  (R.  771-72,  789,  Ex.  D.  4  C  id.,  R.  1859). 
When  these  advances  stopped,  the  Corporation  renewed  its  earlier 
suggestion  (Ex.  D.  3,  R.  1839,  1845,  1852-53)  that  the  reorgan- 
ization trustees  assume  a  larger  share  of  the  New  York  office  ex- 
pense. The  trustees,  after  consultation  with  the  reorganization 
court  (R.  1230-31)  and  to  the  knowledge  of  the  Corporation's 
directors  (R.  1002-3),  agreed  to  assume  and  did  assume  all  ex- 
pense of  the  joint  New  York  office  (Ex.  P.  30,  R.  1738).  The  ar- 
rangement had  no  relation  to  income  tax  problems  of  the  trus- 
tees (R.  1245,  1257).  As  an  economy  measure,  Mr.  Schumacher 
in  1942  resigned  as  president  of  the  Corporation  (R.  743)  and 
Mr.  Curry  was  elected  by  the  Board  as  his  successor  (R.  644, 
1016). 

^On  income  earned  by  the  railroad  properties  during  the  reorganization 
the  trustees  were  the  taxpayers.  I.R.C.  Sec.  52;  Reitiecke  r.  Gardner.  277 
U.S.  239,  241,  48  S.Ct.  472,  473  (1928);  413  South  Taylor  Building 
Corp.,  2  T.C.  184,  192  (1943).  The  trustees  were  entitled  to  join  in  the 
consolidated  returns.    I.R.C.  Section  52,  Treas.  Regs.  104,  Sec.  23.15(b). 
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3.     TAXES  PRIOR  TO  1942. 

In  each  year  beginning  with  1918  the  Corporation  prepared, 
signed  and  filed  in  New  York  consoUdated  tax  returns  for  itself 
and  all  group  members  (R.  1258-59,  843-44,  Ex.  D.  40).  Begin- 
ning in  1927  Mr.  Curry,  first  as  treasurer  (R.  846)  and  after 
February  1,  1942,  as  president  of  the  Corporation  (Ex.  P.  21,  R. 
1719)  supervised  preparation  of  the  returns  (R.  844-45)  and 
signed  and  filed  them  (R.  846,  831,  664,  666).  In  each  year 
the  tax  owing  under  those  returns  was  allocated  among  the 
group  members  according  to  the  formula  universally  accepted, 
that  is:  the  consolidated  return  tax  was  distributed  pro  rata  to 
those  members  of  the  group  who  had  taxable  incomes  without 
allocating  any  tax  to  a  "loss  company"  or  paying  that  company 
for  the  tax  "saved"  by  the  use  of  the  loss  in  the  returns  (R. 
11262,  Ex.  D.  40).  This  approved  practice  was  followed  during 
'the  years  here  in  question  (Ex.  D.  40). 

{4.     TAXES  FOR  1942. 

I  During  that  part  of  the  reorganization  period  prior  to  1941, 
'income  was  low  and  losses  were  large.  No  tax  was  reported 
lowing  in  the  consolidated  returns  and  none  was  paid."*  In  1942 
jit  became  apparent  that  the  reorganization  trustees,  with  sub- 
stantial war  income,  might  become  liable  for  a  large  tax  payment. 
Mr.  Curry,  who  knew  of  the  large  earnings  of  the  trustees  and 
that  the  Corporation  with  no  earnings  would  pay  no  tax  (R. 
836),  supervised  preparation  of  tentative  consolidated  returns 
[for  1942,  and  signed  and  filed  them  on  March  15,  1943  (R. 
1321)  and  arranged  for  an  extension  of  time  until  May  15,  1943, 


'*In  each  of  the  years  1935  to  1941,  inclusive,  taxes  were  "saved"  for 
pne  or  more  group  members  through  the  use  of  group  losses  in  consoli- 
Jated  returns.  No  "tax  savings"  payments  were  made  or  demanded.  See 
£x.  D.  40.  (In  this  brief,  exhibit  references  unaccompanied  by  record 
ritations  refer  to  exhibits  which  with  leave  of  Court  have  not  been 
arinted.) 
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to  file  the  final  returns  (R.  1881-82).  Shortly  thereafter  F.  C. 
Nicodemus,  Jr.,  counsel  for  the  Corporation,  who  had  discussed 
the  1942  returns  with  Mr.  Curry  (R.  697-698),  noting  "the  very 
critical  question"  as  to  whether  the  final  returns  should  be  con- 
solidated or  separate  returns  (Ex.  P.  39-B,  R.  544),  suggested 
to  Mr.  Schumacher  that  the  trustees  obtain  expert  tax  advice 
from  the  New  York  law  firm  of  Whitman,  Ransom,  Coulson 
&  Goetz  (Ex.  P.  39-B,  R.  544,  1079).  James  K.  Polk,  a  member 
of  that  firm,  had  worked  with  consolidated  returns  for  many 
years  both  in  and  out  of  the  Bureau  of  Internal  Revenue  (R.  ^ 
1396-98).  Mr.  Schumacher  consulted  with  Mr.  Ehrman  and  they^ 
decided  to  employ  the  Whitman  firm  (Ex.  P.  39-E,  R.  1746, 
1233). 

Mr.  Polk  reviewed  the  tax  history  of  the  group  (R.  1400),  ar- 
ranged for  an  independent  tax  accountant  to  assist  the  New  York 
office  employees  in  the  preparation  of  the  returns  (R.  1402), 
considered  various  alternatives  (R.  1404,  1444-45)  and  recom- 
mended that  final  consolidated  returns  be  filed  for  1942.  The 
final  returns,  prepared  in  the  New  York  office  (R.  830),  were 
signed  and  filed  by  Mr.  Curry,  president  of  the  Corporation, . 
on  May  15,  1943  (R.  831,  837).  They  reported  a  consohdated 
tax  of  $4,201,821.54  (Ex.  P.  3  A/B).  With  insignificant  excep- 
tions this  tax  resulted  from  the  earnings  of  the  reorganization: 
trustees  (Ex.  D.  40)  and  the  trustees  provided  from  the  bank- 
ruptcy estate  the  funds  from  which  the  tax  was  paid  (R.  824, 
826,  1306-07),  allocating  to  the  subsidiaries  of  the  operating 
company  in  accordance  with  the  traditional  formula  the  small 
amounts  of  tax  owing  from  them  (Ex.  D.  40) . 

5.     TAXES  FOR  1943. 

Shortly  after  the  1942  returns  were  filed  Mr.  Polk  reviewed 
the  tax  situation  with  Mr.  Curry  and  Mr.  Nicodemus,  pointing 
out  the  advantages  of  consolidated  returns  (R.  839,  1079-1080), 
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and  prepared   a   detailed   written   report  dated   May   20,    1943, 
which  was  addressed  to  Mr.  Curry   (Ex.  P.   50,  R.   1757)    and 
circulated   to   Mr.   Schumacher    (R.   862)    and   Mr.   Nicodemus 
(Ex.  D.  9,  R.  1884),  who  reviewed  it  together  (R.  864).  A  copy 
of  the  report  was  provided  to  Mr.  Elsey  (R.  1266).  The  report 
reviewed   the  tax  advantages  of  consolidated  returns  and   sug- 
gested the  possibility  that  under  the  recently  enacted  amendment 
ito  Section  23(g)   of  the  Internal  Revenue  Code  the  loss  of  the 
iCorporation,  upon  a  determination  that  its  stock  in  the  old  com- 
ipany  was  worthless,  might  constitute  under  consolidated  returns 
{an  offset  to  income  of  other  group  members  (Ex.  P.  50,  R.  1757). 
I     During  the  fall  of  1943  the  courts  finally  determined  that  the 
Corporation's  interest  in  the  old  company  was  worthless.    The 
jloss  of  the  Corporation,  calculated  for  tax  purposes  at  $73,478,- 
i023.04,  greatly  exceeded  group  income  for  1943  (Exs.  P.  4A,  4B, 
!Ex.  D.  40).  As  an  economic  matter  the  Corporation's  loss  had 
iaccrued  over  the  years  as  the  financial  condition  of  the  old  com- 
pany became  increasingly  acute;  as  a  tax  matter  it  was  realized, 
laccording  to  Mr.  Polk's  opinion,  when  the  order  confirming  the 
plan  of  reorganization  became  final  in  November  1943  (Ex.  P. 
|54,  R.  606,  1409-10).  It  was  therefore  a  1943  loss. 
I    Consolidated  returns  reporting  the  loss  of  the  Corporation  as 
an  offset  to  group  income  were  prepared  in  the  joint  New  York 
pffice  (R.  I4l4),  signed  by  Mr.  Curry  (R.  664),  and  filed  by  him 
\)n  July  15,  1944   (Exs.  P.  4A,  4B).  Mr.  Curry  had  been  con- 
ulted  from  time  to  time  in  connection  with  the  preparation  of 
he  returns  (R.  1415)   and  he  knew  that  they  reported  the  Cor- 
iMDration's  loss  as  a  deduction   (R.  682,  702-4).  The  returns  re- 
borted  no  tax  owing   (Exs.  P.  4A,  4B).  Some  months  earlier 
|he  reorganizatioti  trustees,  recognizing  the  uncertainties  in  the 
i.943  tax  situation,  had  asked  the  reorganization  court  for  leave 
!0  establish  a  reserve  for  taxes  (Ex.  P.  58,  R.  1772).  A  hearing 
vas  held  (R.  1270-74);  the  tax  situation  was  reviewed  (Ex.  D. 
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34,  R.  2023,  1270-74)  ;  and  an  order  entered  approving  a  reserve 
for  tax  purposes  of  $7,100,000  (Ex.  D.  12,  R.  1895).  Judge  Sloss 
and  Mr.  Nicodemus,  attorneys  for  the  Corporation,  received 
notice  of  the  hearing  and  the  action  taken  (R.  1991,  1217). 
Mr.  Curry  understood  that  Mr.  Nicodemus  knew  that  consoH- 
dated  returns  would  be  filed  for  1943  (R.  889).  Mr.  Nicodemus 
received  a  copy  of  Mr.  Polk's  written  report  of  May  20,  1943 
(R.  1884),  a  copy  of  the  annual  report  of  the  trustees  for  1943 
which  discussed  taxes  (R.  1086)  and  of  the  December,  1943, 
form  174A  statement  reporting  the  reversal  of  tax  accruals  (R. 
1083-4). 

6.     TAXES  FOR  1944  AND  THE  1942  REFUND  CLAIM. 

Under  the  carryback  provisions  of  the  Internal  Revenue  Code 
(I.R.C.  Sec.  122(b))  the  group  was  entitled  to  carry  back  the 
1943  loss  and  claim  a  refund  of  the  tax  paid  for  1942.  A  refund 
claim,  prepared  by  Mr.  Polk  as  a  routine  matter  (R.  1450),  was 
signed  by  Mr.  Curry  (R.  667)  and  filed  in  due  course  on  March 
9,  1945  (Ex.  P.  6,  R.  1654). 

The  Internal  Revenue  Code  also  provided  (I.R.C.  Sec.  122(b)) 
that  the  1943  loss  could  be  carried  forward  to  apply  to  1944 
income.  The  1944  returns,  reporting  no  tax  owing  (Exs.  P.  5A, 
5B),  were  signed  and  filed  by  Mr.  Curry  (R.  666)  on  July  15, 
1945  (Exs.  P.  5A,  5B).  In  the  meantime  and  on  April  30,  1945, 
the  New  York  office  had  been  closed  (R.  650  A,  891)  and  Mr. 
Curry,  after  some  preliminary  conversation  on  his  behalf  by  Mr. 
Nicodemus  and  Mr.  Osborn  with  Mr.  Coulson  (R.  1017,  11 10), 
had  taken  up  quarters  in  the  suite  of  Whitman,  Ransom,  Coulson 
&  Goetz  under  a  retainer  arrangement  whereby  his  services  were 
to  be  available  in  connection  with  tax  matters  (Ex.  P.  33,  R.  529)- 
The  Corporation  directors  were  familiar  with  this  arrangement 
(R.  899,  901-03,  1017)  and  Mr.  Curry  testified  that  during  the 
period  he  had  his  office  in  the  Whitman  suite  no  attempt  was 
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made  to  influence  his  activities  as  Corporation  president  and  that 
he  was  entirely  free  to  take  any  action  he  thought  advisable  with 
respect  to  the  Corporation's  affairs  (R.  904). 

The  returns  for  1944  related  only  to  the  first  four  months  of 
the  year.  On  May  1,  1944,  with  the  approval  of  the  reorganiza- 
tion court  (Ex.  D.  23,  R.  1930)  and  the  stockholders  of  the  Cor- 
poration (Exs.  D.  1,  D.  2,  R.  1830-31),  the  stock  of  the  old 
company  held  by  the  Corporation  was  surrendered  to  the  reor- 
ganization committee  (R.  493)  and  later  cancelled,  thus  terminat- 
ng  the  group  affiliation  and  the  possibility  of  consolidated  returns. 

7.     THE  SETTLEMENT  WITH  UNITED  STATES. 

Mr.  Polk,  holding  powers  of  attorney  from  all  group  members 

(Ex.  P.  65,  R.  1784,  R.  I44l),  represented  the  group  in  connec- 

:ion  with  the  audit  of  the  returns.   He  wrote  a  letter  (Ex.  P.  64, 

iH.  1779)  to  and  held  conferences  with  Bureau  of  Internal  Reve- 

lue  representatives  in  New  York  and  Washington  (R.  1418-20, 

423-31)  which  culminated  in  a  proposal  that  the  United  States 

Lccept  the  returns  for  1942,  1943  and  the  first  four  months  of 

944  as  filed  and  deny  the  refund  claim  designed  to  recover  the 

4,201,821.54   paid   as   1942   tax    (Ex.   In.    14,  R.   2142).   This 

aeant  that  the  tax  liability  for  the  entire  period  of  two  years 

nd  four  months  would  be  discharged  by  the  payment  of  $4,201,- 

521.54.   The  Bureau  eventually  accepted  this  proposal  (Ex.  P.  7, 

.  1664-65). 

Mr.  Polk,  with  the  approval  of  the  reorganized  company  (Ex. 
.  72,  R.  1801),  which  was  responsible  for  the  taxes  of  the 
ustees  (Ex.  P.  15,  R.  1711),  submitted  his  settlement  proposal 
b  the  Bureau  on  February  11,  1947  (Ex.  In.  14,  R.  2142).  On 
pril  2,  1947,  he  advised  the  Corporation  in  detail  (Ex.  P.  68, 
1788).  The  directors  of  the  Corporation,  following  agreement 
Ipon  a  stipulation  in  this  proceeding,  concluded  by  formal  action 
)  approve  the  settlement  (R.  1103,  R.  1644-45)  which  on  August 
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13,  1947  was  also  accepted  by  the  Bureau  (Ex.  P.  7,  R.  1664). 
The  stipulation  (Ex.  P.  7,  R.  1658)  recognizes  that  although  the 
settlement  was  effected  in  form  by  a  total  rejection  of  the  refund 
claim,  the  $4,201,821.54  payment  for  1942  was  intended  to  be  a 
settlement  payment  not  for  1942  alone  but  for  the  entire  period 
of  two  years  and  four  months.^ 

From  first  to  last  these  tax  transactions  were  handled  in  the 
ordinary  course  of  business.  The  returns  related  to  a  period  dur- 
ing which  affiliation  continued — indeed  they  were  possible  only 
because  affiliation  continued — and  they  were  prepared,  signed 
and  filed  and  the  allocation  of  intra-group  liabilities  was  made 
in  strict  accordance  with  twenty  years  of  prior  practice.  Appel- 
lants have  in  fact  no  complaint  about  the  tax  returns.  They  agree ; 
that  the  returns  were  properly  prepared,  properly  signed  and 
properly  filed  (In.  Br.  62-63,  PI.  Br.  78-79).  They  also  agree 
that  Mr.  Polk,  whose  purpose,  like  that  of  other  tax  counsel, 
was  to  obtain  a  favorable  tax  result  for  the  group,  discharged 
that  duty  in  a  completely  satisfactory  fashion.   (R.  1007,  1103) 

8.     THIS  LITIGATION  AND  THE  OPINION  BELOW. 

In  June,  1946,  the  interveners,  claiming  to  own  6.7%  of  the 
preferred  stock  of  the  Corporation,"  began  a  stockholders'  suit 


^Any  refund  which  the  United  States  might  have  made  pursuant  to  the 
refund  claim  would  have  belonged  to  the  reorganization  trustees  who  paid 
the  tax.  In  receiving  the  refund  the  Corporation  would  be  acting  as  the 
agent  for  the  actual  taxpayer,  Treas.  Reg.  104,  Sec.  23.16,  and  compelled 
to  surrender  the  proceeds.  Bankers  Trust  Company  v.  Florida  East  Coast 
Car  Ferry  Company,  92  F.2d  450,  452  (CCA.  5,  1937).  Cf.  Hart  Glass 
Mfg.  Co.  V.  United  States,  48  F.2d  435  (Ct.  CI.  1931)  cert.  den.  286 
U.S.  556;  Dorrance  v.  Phillips,  85  F.2d  660,  662  (CCA.  3,  1936); 
West  Virginia  Rail  Co.  v.  Jewett  Bigeloiv  &  Brooks  Coal  Co.,  26  F.2d 
503,  504  (E.D.  Ky.  1928). 

6 Appellees  offered  to  prove  that  the  interveners  bought  their  $100  pat 
value  preferred  stock  in  the  Corporation  in  1942  and  thereafter  at  a  total 
cost  of  $37,007.39  or  an  average  of  $1.00  per  share  (Exs.  D  18  id.,  19 
id.,  59  id.,  R.  1905-07,  2102).  The  evidence  was  excluded  as  irrelevant 
(R.  1175,  1643). 
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in  New  York  charging  mismanagement  of  the  Corporation  by 
its  officers  and  directors  in  many  particulars,  including  failure 
to  assert  a  "tax  saving"  claim.  Thereafter  and  on  October  10, 
1946,  the  Corporation  filed  this  action  (R.  5). 

The  District  Court  concluded  that  there  was  no  equity  in  ap-. 
pellants'  claim  and  ordered  judgment  for  appellees.  The  court, 
believing  that  there  had  been  an  erroneous  and  unjust  "escape" 
from  taxes  which  should  have  been  paid  to  the  United  States, 
but  "compelled  to  rest  decision  upon  the  fundamental  issue  of 
the  justice  and  equity  of  plaintiff's  right,  if  any,  to  be  paid  for 
that  which  was  escaped"  (R.  272),  concluded  that  the  injustice 
could  not  be  cured  by  "distributing  the  gain  thus  made  to  others" 
(R.  271)  and  held  that  appellants  had  no  claim. 
I  The  District  Court  recognized  the  true  nature  of  appellants' 
claim  : 

"A  'saving'  in  taxes  is  a  negative  concept.  It  is  a  benefit 
to  one  obligated  to  pay  money,  resulting  from  not  having 
to  pay.  No  benefit  could  inure  from  participating  in  non- 
payment of  an  obligation,  unless  there  rested  upon  the  par- 
ticipant an  obligation  to  pay.  Absent  such  obligation,  any 
sharing  of  that  which  is  not  paid  out,  would  be  gratuitous." 
(R.  272-73) 

4:  4e  4c  4:  4:  *  4c 

"What  plaintiff  really  seeks  is  not  all  or  a  share  of  the  so- 
called  tax  saving.  Rather  it  is  a  circuitous  way  of  obtaining 
something  in  the  nature  of  equity  or  value  for  its  owner- 
ship, rejected  in  the  reorganization  plan.  Or  put  differently, 
it  is  an  effort  to  share  in  the  earnings  of  the  debtor  during 
the  reorganization  period."    (R.  272) 

(Tie  court  concluded  that  any  such  distribution  of  earnings  would 

p  contrary  to  the  reorganization  plan: 

'  "In  effect  therefore,  recognition  of  plaintiff's  claim  would 
be  recognition  of  a  right  in  plaintiff  to  share  in  debtor's 
earnings.  As  already  stated,  a  demand  substantially  seeking 
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this  end  was  heretofore  asserted  by  way  of  opposition  to 
the  plan  and  rejected.  Ecker  v.  Western  Pac.  Co.,  318  U.S. 
448."  (R.  273) 

And  contrary  to  the  philosophy  and  purpose  of  the  reorganiza- 
tion proceeding  itself: 

"Not  only  that,  but  the  philosophy  underlying  Section 
77  of  the  Bankruptcy  Act  stands  as  a  barrier  against  the 
equitable  validity  of  plaintiff's  claim  in  this  cause." 


"When  it  was  finally  determined,  after  running  the  full  i 
gamut  of  court  and  administrative  procedure,  in  the  reor- 
ganization of  the  Western  Pacific  Railroad  Company,  that  : 
the  plaintiff's  interest  was  worthless,  nothing  short  of  some  : 
extraordinary  cause  justifying  reopening  the  reorganization 
proceeding  could  effect  a  change.  To  make  any  award  in  this 
cause,   under   the  assumed   authority   of   equity  principles, 
would  be  in  effect  to  modify  the  administrative  and  judicial  • 
judgments  in  the  reorganization  proceeding.  Such  a  proce- 
dure would  be  an  indirect  nullification  of  the  purpose  of 
the  reorganization  statute,  in  the  guise  of  an  afterthought . 
allegedly  of  equitable  persuasion."  (R.  273-74) 

The  District  Court  therefore  held 

(a)  that  there  is  no  justice  or  equity  in  appellants'  claim; 

(b)  that  to  recognize  the  claim  would  be  to  accord  appellants 
a  share  in  the  earnings  of  the  reorganization  trustees  during 
the  reorganization  period; 

(c)  that  to  recognize  the  claim  would  mean  that  the  Corpora- 
tion would  receive  value  for  its  stock  ownership,  although 
that  stock  has  been  held  to  be  without  value; 

(d)  that  the  Bankruptcy  Act  is  a  barrier  against  the  assertion 
of  appellants'  claim  against  the  reorganized  The  Western 
Pacific  Railroad  Company. 
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The  District  Court  did  not  reach  and  had  no  occasion  to  con- 
sider the  affirmative  defenses  of  laches,  statute  of  limitations 
and  estoppel  urged  by  appellees.  Nor  did  the  Court  have  occasion 
to  give  attention  to  the  settled  business  practice,  the  past  practice 
of  the  Western  Pacific  group,  or  the  precedents  relating  to  the 
distribution  of  intra-group  liabilities  in  connection  v^ith  consoli- 
dated returns. 

9.     THE  "FACT"  STATEMENTS  BY  APPELLANTS. 

By  seizing  upon  accidents  of  phrasing,  by  partial  quotations,  by 
distorting  a  few  details  and  ignoring  the  substance  of  what  was 
done,^  appellants  seek  to  lead  this  Court  to  believe  that  the  con- 


"The  briefs  of  appellants,  particularly  that  of  the  interveners,  are  replete 
with  erroneous  and  misleading  statements.   We  shall  exemplify  briefly. 

(a)    It  is  said  that  "defendant  was  quite  reluctant  to  disclose  its  use 
of  plaintiffs'  tax  credit  *  *   *  ,  it  simultaneously  decided  to  create  a  tax 
reserve;  but  this  reserve  was  to  be  hidden  under  the  unrevealing  designa- 
tion "Reserve  for  Road  Improvements'  "  (In.  Br.  33).  The  fact  is  that  the 
ijse  of  the  stock  loss  in  the   1943  consolidated  returns  was  plainly  dis- 
closed in  the  returns,  prepared   in  the  Corporation's  office   (R.  845-46, 
11414),  signed  and  filed  by  the  Corporation's  president  (R.  664).  It  was 
jully  presented  in  a  formal  hearing  in  the  reorganization  proceeding  (R. 
|. 270-74)    and  reported  in  the  annual  reports  published  by  the  trustees 
(Exs.  P.  20  B,  20  C,  R.  511-14).  As  the  trial  court  said,  "It  was  all  done 
jight  out  in  the  open"   (R.  970).    The  reserve  to  which  appellants  refer 
yas  established  by  court  order   (Ex.  D.  12,  R.  1895)   and  entitled  "Re- 
erve  Fund  for  Contingent  Tax  Liabilities"  (Ex.  D.  12,  R.  1895).  Appel- 
ants,  for  their  description  of  the  reserve,  rely  upon  a  mere  draft  which 
Vas  never  used,  which  they  have  misquoted  and  which  was  to  be  entitled 
,Reserve  Fund  for  Contingent  Tax  Liability  and  for  Post-War  Moderniza- 
'ion  and  Improvement"  (Ex.  In.  19,  id.,  R.  2155-56). 
'    (b)   Appellants  say  that  "Plaintiff's  financial  collapse  *   *   *  was  the 
lignal  for  its  officers,  directors  and  lawyers  to  desert  the  sinking  ship  and 
|3  climb  on  that  of  defendant"  (In.  Br.  11).  The  fact  is  that  the  officers, 
jirectors  and  lawyers  of  the  Corporation  all  testified  that  they  performed 
heir  duties  to  the  best  of  their  ability,  for  the  best  interest  of  the  Corpo- 
ation  and  were  not  dominated  or  controlled  in  their  actions  by  anyone 
R.  743-44,  1011-16,  1046,  1126,  1136,  1143).  There  is  no  contradictory 
|;stimony. 

j  (c)    Appellants   characterize   Mr.   Curry,   the   Corporation's   president, 
1>  a  "chief  clerk"  or  "office  manager"  (In.  Br.  12).  The  trial  court,  who 
eard  him  testify,  characterizes  Mr.  Curry  as  "a  perfectly  competent  man, 
itelligent,  and  probably  a  pretty  good  railroad  man"  (R.  785). 
1  (d)    Appellants  say  "without   so  much  as  asking  plaintiff,  defendant 
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duct  of  the  persons  handling  the  tax  transactions  was  unfair  and 
biased  if  not  worse.  These  same  arguments,  based  upon  these 
same  scraps  of  material,  were  pressed  below  with  even  greater 

made  the  decision  that  plaintiff  was  to  file  consolidated  returns  and  make 
its  tax  credit  available  to  defendant"  (In.  Br.  18-19).  The  fact  is  that  the 
Corporation's  president  himself  signed  and  filed  the  returns  (R.  663, 
664,  666,  831,  837),  that  consolidated  returns  were  obviously  advan- 
tageous and  that  if  they  had  not  been  filed  appellants  would  have  no 
claim. 

(e)  Appellants  say  that  Mr.  Polk's  letter  of  May  20,  1943  was  "ad- 
dressed to  defendant"  (In.  Br.  19).  It  was  in  fact  addressed  to  Mr. 
Curry  (Ex.  P.  50,  R.  1757),  who  was  at  that  time  an  officer  of  both  the 
Corporation  and  the  pre-reorganization  The  Western  Pacific  Railroad  Com- 
pany. Mr.  Curry  has  at  no  time  been  an  officer  of  defendant,  viz.,  the 
reorganized  The  Western  Pacific  Railroad  Company. 

(f)  Appellants  say  that  the  consolidated  returns  for  1943  "were  pre- 
pared by  Valouch  (then  a  full  time  employee  of  defendant,  but  neither 
an  officer  or  director  of  plaintiff),  under  the  supervision  of  Polk"  (In. 
Br.  20).  The  fact  is  that  the  returns  were  prepared  by  Miss  Valouch  and 
Mr.  Reilly,  an  independent  tax  accountant,  under  the  supervision  of  Mr. 
Curry  (R.  829-30,  701-02,  845-46,  1259,  I4l4).  Mr.  Polk  had  no  part 
in  the  preparation  of  the  returns  but  acted  as  tax  counsel,  that  is,  by  giving 
advice  (R.  1403-04,  1414-15,  1417). 

(g)  Appellants  say  of  Mr.  Curry  after  he  took  up  his  office  in  the  suite 
of  Whitman,  Ransom,  Coulson  &  Goetz,  "he,  as  plaintiff's  president,  was 
to  perform  such  services  as  defendant  would  require  to  achieve  and  safe- 
guard the  tax  savings  for  itself"  (In.  Br.  21).  The  fact  is  that  the  re- 
tainer for  Mr.  Curry  was  arranged  after  Mr.  Schumacher  and  Mr.  Osbom 
had  suggested  that  something  be  done  for  him  because  of  the  inadequacy 
of  his  pension  (R.  1017,  1495),  that  he  was  retained  in  connection  with 
tax  affairs  because  of  his  familiarity  with  the  tax  matters  of  the  group 
and  possibly  to  act  as  a  witness  in  pending  tax  matters  (R.  1496-97),  that 
Curry  informed  the  Corporation's  directors  of  the  retainer  (R.  1016-17, 
899-904)  none  of  whom  disapproved  (R.  903,  1017)  and  that  he  was  at 
all  times  entirely  free  to  carry  out  his  activities  as  president  of  the  Corpora- 
tion with  no  interference  whatever  (R.  904) . 

(h)  Intervener  appellants  say  that  on  August  13,  1947,  the  tax  settle- 
ment with  the  United  States  "became  an  accomplished  fact,  without  ever 
having  received  advance  approval  by  plaintiff"  (In.  Br.  25).  The  fact  is 
that  prior  to  the  receipt  of  information  of  the  Government's  action  the 
directors  of  the  Corporation  had  considered  the  matter  at  length  and  de- 
cided against  withdrawal  of  the  offer  of  settlement  (R.  1644-5). 

(i)  Appellants  say  that  not  until  shortly  before  this  action  was  filed  did 
either  Mr.  Osborn  or  Mr.  Wood  know  "that  the  plaintiff's  stock  loss  was 
being  used  in  tax  returns  or  that  thereby  defendant  was  saving  taxes ;  neither 
knew  or  was  advised  of  the  legal  or  economic  consequences  of  the  filing  of 
the  returns  involved  in  this  case"   (Corp.  Br.  12).    The  fact  is  that  Mr. 
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vigor.  They  failed  to  make  any  impression  on  the  trial  court. 
That  court  had  before  it  as  witnesses,  on  the  call  of  appellees, 
the  persons  whom  appellants  by  innuendo  charge  with  conniving 
Dr  incompetence:  Curry  (R.  636-910),  Nicodemus  (R.  1029- 
1121),  Osborn  (R.  988-1029),  Polk  (R.  1396-1477),  Coulson 
(R.  1478-1501),  Ehrman  (R.  1222-49),  and  Elsey  (R.  1249- 
1361).  The  depositions  of  Sheehan  (R.  1138-43),  Wood  (R. 
1121-34),  Hatton  (R.  1134-38),  and  Sloss  (R.  1599-1614)  were 
read  in  whole  or  in  part.  With  the  witnesses  and  the  written 
record  before  him,  the  District  Judge  concluded  that  there  was 
no  reason  to  believe  that  the  tax  transactions  were  handled  other 
than  in  an  open,  competent,  candid  and  unbiased  fashion  and 
cut  short  the  exposition  of  the  details  (R.  970,  977,  986)  and 
intervener's  argument  concerning  them.    The  court  said: 

"The  Court:  Well,  I  can  follow  all  that  argument  or  I 
could  if  there  were  some  concealment  involved.  But  when 
everybody  was,  as  they  were  in  this  case,  acting  completely 
in  the  open  in  the  matter,  nobody  was  concealing  anything 
from  anyone  else,  the  element  of  fraud  or  deception,  of  the 
kind  that  you  refer  to,  is  absent. 

"Everybody  knew  that  consolidated  returns  were  being  filed. 
Everybody  knew  who  the  directors  were.  Everyone  knew 
that  these  attorneys  were  being  employed  to  file  this  con- 
solidated return.  It  was  all  done  right  out  in  the  open."  (R. 
I       970) 

i)sborn  knew  that  consolidated  returns  were  being  filed  (R.  1019)  and  that 
jiey  conferred  substantial  benefits  on  the  trustees  (R.  1020-22) .  Mr.  Wood 
ad  no  doubt  that  consolidated  returns  would  be  filed  (R.  1132-3). 
;  (j)  Appellants  say  that  by  reason  of  the  stockholders'  suit  filed  in  June 
j946  "plaintiff's  board  of  directors  first  learned  of  the  use  of  plaintiff's 
ock  loss  in  consolidated  returns  to  the  advantage  of  the  defendant  Oper- 
jing  Company"  (Corp.  Br.  24).  The  fact  is  that  Mr.  Curry  knew  of  the 
'■e  of  the  Corporation's  loss  as  a  deduction  at  the  time  the  1943  returns 
jere  filed  (R.  682,  702-4),  that  Mr.  Schumacher  was  familiar  with 
,e  tax  transactions  throughout  (R.  876-77),  that  Mr.  Osborn  knew  that 
^insolidated  returns  conferring  a  benefit  on  the  trustees  were  being  filed 
\\.  1019-22),  and  that  Mr.  Wood  had  no  doubt  that  consolidated  returns 
ould  be  filed  (R.  1132-33). 
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SUMMARY  OF  THE  ARGUMENT 

Appellants  claim  for  the  Corporation,  as  former  owner  of  the 
stock  of  the  pre-reorganization  The  Western  Pacific  Railroad 
Company,  the  benefit  of  the  "tax  saving"  realized  by  the  reor- 
ganization trustees  through  the  entry  of  the  Corporation's  loss 
as  a  deduction  from  income  in  the  consolidated  returns.  That 
claim  fails:  first,  because  it  is  without  merit;  second,  because  it 
is  presented  against  a  party  not  liable,  viz.,  the  reorganized  The 
Western  Pacific  Railroad  Company;  and,  third,  because  it  is 
presented  too  late  and  in  the  wrong  forum. 

The  District  Court  believed  that  the  use  of  the  Corporation's 
loss  as  a  deduction  from  income  in  the  consolidated  returns  v/as 
not  intended  by  the  revenue  laws.  Appellants  and  appellees  are 
agreed  that  the  returns  were  proper  under  the  tax  laws  and 
that  the  settlement  of  tax  liability  with  the  Government  was 
also  proper.  In  either  view  of  the  intent  of  the  revenue  laws,  the 
Corporation's  claim  must  fail.  If  it  be  assumed  that  the  use  of 
the  Corporation's  loss  to  offset  taxable  income  resulted  in  an 
under-payment  of  taxes  to  the  United  States,  no  right  would  on 
that  account  vest  in  the  Corporation.  Alternatively,  if  the  "tax 
saving"  was  intended  by  the  revenue  laws  and  the  taxes  due  the 
United  States  were  fully  paid,  the  Corporation  is  merely  attempt- 
ing to  assert,  without  justification,  a  claim  to  a  portion  of  the 
income  earned  by  and  belonging  to  the  reorganization  trustees. 

There  is  a  well  recognized  and  generally  accepted  formula 
for  settling  intra-group  affairs  in  connection  with  consolidated  re- 
turns. It  calls  for  an  apportionment  of  the  consolidated  tax  in 
proportion  to  taxable  incomes  with  no  "tax  saving"  payment. 
The  Securities  and  Exchange  Commission  has  by  rule  established 
that  formula  for  the  utility  industry.  The  Treasury  Department 
has  approved  it.  It  is  generally  employed  by  the  business  com- 
munity and  it  has  been  followed  without  deviation  for  twenty 
years  by  the  Western  Pacific  group  at  the  direction  of  the  Corpo- 
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ration  itself.  Appellants  are  attacking  a  practice  which  has  been 
followed  without  challenge  since  the  income  tax  laws  were  first 
enacted.  Their  position  has  never  been  approved  and  it  has  been 
specifically  condemned. 

Appellants'  case  lacks  the  fundamentals  of  any  legal  action: 
proof  of  wrong  and  proof  of  damage.  The  entry  of  the  loss  of 
the  Corporation  as  a  deduction  from  income  in  the  consolidated 
returns  did  not  affect  the  Corporation  nor  damage  it  in  any  way. 
It  paid  no  taxes  under  the  consolidated  returns.  It  would  have 
paid  none  under  separate  returns. 

Appellants  have  no  unjust  enrichment  claim.  In  law  the  trus- 
tees were  not  "enriched"  by  retaining  income  they  had  earned 
in  operating  the  railroad  properties.  Even  if  this  were  an  enrich- 
ment, it  was  not  unjust  to  appellants.  The  failure  of  appellants 
|to  show  injustice  to  them  is  fatal  to  their  claim.  Moreover,  under 
:he  circumstances  of  this  case,  any  unjust  enrichment  recovery, 
pven  if  a  claim  could  be  made  out,  would  necessarily  be  nominal. 
'Against  a  defendant  whose  conduct  has  not  been  tortious  or 
vrongful  (and  certainly  these  appellees  are  guilty  of  no  wrong) 
L  judgment  for  unjust  enrichment  is  limited  to  the  gain  to  the 
llefendant  or  the  loss  to  the  plaintiff,  whichever  is  the  lesser.  In 
his  case  the  plaintiff  suffered  no  loss. 

1  The  dual  employment  of  the  personnel  who  handled  the  tax 
iransaction  is  of  no  significance.  Duality  in  itself  is  not  a  wrong, 
!or  does  it  give  rise  to  liability  in  the  absence  of  wrong.  More- 
er,  if,  as  appellants  argue,  they  are  entitled  to  "fairness" 
ey  still  have  no  claim.  The  best  proof  of  "fairness"  is  the 
kenty  years  of  past  practice  of  the  Corporation  itself,  the  settled 
ractice  of  the  business  community  and  the  conclusion  uniformly 
|:pressed  by  all  who  have  considered  the  problem  of  intra-group 
■'actices  in  connection  with  consolidated  returns — all  of  which 
e  in  strict  accordance  with  what  was  done  in  this  case  and  di- 
krtly  opposed  to  what  appellants  seek  to  have  done. 
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In  this  equity  proceeding  appellants  are  without  equity.  The 
present  owners  of  the  reorganized  company  are  the  secured 
creditors  (and  their  successors  in  interest)  of  the  old  company. 
The  claims  of  those  creditors  have  never  been  paid  in  full.  The 
stock  and  other  securities  which  they  received  in  the  reorganiza- 
tion have  never  been  equal  in  value  to  their  claims  against  the 
old  company.  The  Corporation,  as  parent  company,  owed  fiduciary 
duties  to  these  creditors  of  its  subsidiary.  It  was  obligated  to  pro- 
tect their  interest,  either  by  joining  in  consolidated  returns  or 
otherwise.  Certainly,  as  fiduciary,  the  Corporation  cannot  be  al- 
lowed to  reduce  the  assets  of  the  reorganized  company  by  $17,- 
000,000  and  thus  further  diminish  the  already  inadequate  recovery 
of  the  secured  creditors  of  its  subsidiary. 

Appellants'  claim,  even  if  it  had  substance,  cannot  be  asserted 
against  appellees.  The  taxes  which  were  "saved"  were  taxes  of 
the  reorganization  trustees;  a  claim  for  the  "saving"  is  a  claim 
against  those  trustees.  The  trustees,  however,  are  not  parties  to 
this  action  and  tlie  assumption  agreement  by  which  the  reorgan- 
ized company  undertook  to  pay  certain  trustee  obligations  does 
not  include  this  claim.  Even  if  appellants  had  a  claim  against  the 
reorganization  trustees,  they  have  none  against  appellees. 

Appellants'  claim  is  barred  by  the  failure  to  present  it  during 
the  reorganization  proceeding.  The  "tax  saving"  claim,  if  paid, 
would  have  been  an  expense  of  administration  of  the  reorganiza- 
tion proceeding.  Such  expenses  have  validity  and  can  be  paid  only 
if  they  are  approved  and  allowed  by  the  reorganization  court. 
This  claim  was  neither  presented  to,  approved  by  nor  allowed  by 
that  court.  „  il 

The  principal  purpose  of  the  reorganization  would  be  frus- 
trated if  appellants  were  allowed  judgment  for  $17,000,000 
against  the  reorganized  company  (an  amount  nearly  twice  the 
authorized  first  mortgage  bond  issue  of  the  reorganized  com- 
pany) on  the  basis  of  a  claim  relating  to  the  period  of  reorgan- 

I 
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ization  but  which  was  neither  advanced  nor  considered  in  that 
proceeding.  Any  such  judgment  would  frustrate  the  purpose  of 
the  reorganization;  it  would  repudiate  the  conclusion  of  the 
Supreme  Court  that  appellants'  interest  in  the  Western  Pacific 
group  was  valueless;  and  it  would  be  in  derogation  of  the  pro- 
visions of  the  reorganization  decrees  barring  all  claims  not  specif- 
ically approved  and  allowed. 


Argument 


I.     APPELLANTS  HAVE  NO  CLAIM. 

By  this  htigation  appellants  seek  a  retrospective  examination 
of  the  proceedings  taken  in  connection  with  the  income  and  ex- 
cess profits  taxes  of  the  reorganization  trustees  of  The  Western 
Pacific  Railroad  Company.  The  tax  proceedings  were  carried  on 
in  a  routine,  open  fashion  according  to  procedures  which  had 
been  followed  for  many  years.  The  reorganization  court,  the 
trustees  and  all  who  participated  in  the  tax  proceedings  under- 
stood that  there  was  a  possibility  that  the  Government  would 
not  accept  the  returns  as  filed  and,  accordingly,  a  tax  reserve 
was  created.  The  possibility  that  the  Corporation  might  assert 
a  claim  occurred  only  to  the  attorney  for  the  Corporation,  who 
consulted  expert  tax  lawyers  in  that  connection.  They  gave  him 
no  encouragement.  Some  years  later,  after  the  reorganization 
was  completed  and  closed,  certain  stockholders  of  the  Corpora- 
tion brought  a  suit  in  which  the  claim  made  here  was  asserted 
for  the  first  time.  Shortly  thereafter  the  Corporation  filed  this 
action.  The  District  Court  observed  that  the  claim  is  novel  and 
bizarre  and  that  it  is  an  afterthought  pursued  on  account  of  the 
large  amount  involved.  These  facts  are  not  recommendations 
for  appellants'  claim,  but  since  it  is  earnestly  pressed,  this  brief 
points  out  some  of  its  defects. 
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The  first  question  is:   Does  the  fact  that  the  entry  of  the 
Corporation's  loss  in  the  consoHdated  returns  reduced  the  taxes 
of  the  reorganization  trustees  vest  a  money  claim  in  the  Corpo- 
ration? If  it  does  not,  if  the  Corporation  has  been  deprived  of  ^ 
nothing  to  which  it  is  entitled,  arguments  about  fairness,  duality  . 
and  fiduciary  obligations  are  all  irrelevant.  j 

Consolidated  returns  have  been  filed  in  great  numbers  since 
the  early  years  of  the  income  tax  law.  One  consequence  is  that  i 
specific   and   dependable  guides   for   the   proper   settlement   of 
intra-group  liabilities  in  connection  with  those  returns  are  now 
available.  They  are 

The  past  practice  of  the  parties  and  the  general  practice  .' 
of  the  business  community. 

The  rulings  of  the  Securities  and  Exchange  Commis- 1 
sion  and  the  Treasury  Department.  ' 

The  studies  of  affiliated  groups  by  the  Federal  Trade 
Commission  and  the  decisions  of  the  Interstate  Commerce 
Commission. 

These,  the  relevant  guides  for  decision,  unlike  appellants'  argu-i 
ments,^^  all  relate  precisely  to  the  matter  in  hand.   They  demon-' 
strate  that  the  decision  below  is  in  accordance  with  all  the  prece- 
dents and  settled  practice.  In  attacking  those  precedents  and  that 
practice  appellants  fail  to  prove  a  cause  of  action. 

A.     Appellants  Have  No  Claim  Based  on  the  Failure,  if  Any,  toi 
Pay  Taxes  Due  the  United  States.  I 

Appellants  claim  moneys  which  were  earned  by  the  reorgan- 
ization trustees  in  the  operation  of  the  railroad  properties.  The 


i^Appellants  cannot  agree  on  what  this  Court  should  do  or  why  it 
should  do  it.  The  Corporation  wants  judgment  for  $17,201,739.00;  the 
interveners  will  be  content  with  what  "to  this  Court  may  appear  fair  in 
the  circumstances  of  this  case"  (In.  Br.  p.  69) .  The  Corporation  stresses 
unjust  enrichment;  the  interveners  stress  duality.  The  Corporation  says 
little  about  a  possible  bargain  with  the  trustees;  the  interveners  place 
heavy  emphasis  on  the  bargain  idea.  Nothing  which  appellants  say,  how- 
ever, furnishes  any  justification  for  overturning  the  settled  practice  of  the 
parties. 
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court  below  concluded  that  those  moneys  belong  either  to  ap- 
pellees as  railroad  revenues  or  to  the  United  States  as  taxes — 
and  that  in  neither  event  do  appellants  have  a  claim.  The  court 
also  thought  that  the  tax  result  reached  here  was  contrary  to  the 
intent  of  the  revenue  laws  and  that  no  "tax  saving"  should 
have  occurred.  The  trustees  paid  no  tax  on  large  amounts  of  in- 
come as  a  result  of  a  literal  application  of  I.  R.  C.  Sec.  23(g) 
(4)  to  the  circumstances  here  presented.  That  section  permits 
the  loss  to  a  taxpayer  corporation  when  the  stock  of  an  affiliated 
corporation  becomes  worthless  in  its  hands  to  be  treated  for  tax 
purposes  as  an  ordinary  loss  rather  than  a  capital  loss  and  hence 
available  as  an  offset  to  ordinary  income.  Normally,  however,  the 
taxpayer's  loss  on  the  stock  of  an  affiliate  offsets  income  of  the 
taxpayer  or  another  affiliate.  Here  the  loss  offset  for  tax  purposes 
the  income  of  the  properties  of  the  very  company  whose  stock  was 
declared  worthless.  This  result  followed,  however,  from  the  ex- 
press language  of  the  statute.  But  because  of  the  uncertainty  as 
to  the  year  of  loss,^~  an  uncertainty  as  apparent  to  the  Bureau  as 
to  the  taxpayer,^^  a  settlement  was  made  whereby  the  United 
States  accepted  $4,201,821.54  in  full  discharge  of  the  group  tax 
liability  for  the  period  in  question. 

The  court  below  believed  that  the  Bureau  exercised  poor  judg- 
ment in  accepting  this  compromise.  Appellees  disagree.  If,  how- 
ever, this  Court  should  share  the  view  of  the  District  Court  on 
this  aspect  of  the  case,  it  must  inevitably  reach  the  same  conclu- 
sion: that  appellants  have  no  claim  on  tax  moneys.  Appellants 
|are  not  tax  collectors.  To  prevail  they  must  establish  their  own 
Irights.  They  cannot  rely  on  the  rights  of  the  United  States.  "Re- 

j  ^^Yhe  Bureau  argued  initially  that  the  loss  related  back  to  the  initial 
approval  of  the  reorganization  plan  in  August  1940  and  that  it  was  there- 
ifore  a  1940  loss  and  not  available  to  offset  1943  income  (R.  1423-26). 

I  ^^The  record  demonstrates  that  the  Bureau  representatives  had  complete 
'and  detailed  information  on  all  aspects  of  the  tax  transaction.  See  R. 
1418-20,  1423-30,  Ex.  P.  64,  R.  1779. 
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spondents,  to  have  standing  in  court,  must  show  an  injury  or 
threat  to  a  particular  right  of  their  own,  as  distinguished  from 
the  public's  interest  in  the  administration  of  the  law."  Perkins 
V.  Lukens  Steel  Co.,  310  U.S.  113,  125,  60  S.Ct.  869,  876  (1940)  ; 
Stark  V.  Wkkard,  321  U.S.  288,  304,  64  S.Ct.  559,  568  (1944). 

B.     Appellants  Have  No  Claim  Based  on  Unjusf  Enrichmenf,  Fidu- 
ciary Obligations  or  Duality. 

The  briefs  of  appellants  discuss  doctrines  of  unjust  enrichment, 
fiduciary  obligation  and  duality.  Those  doctrines  provide,  how- 
ever, no  support  for  appellants'  claim. 

1.     APPELLANTS  HAVE  SUFFERED  NO  WRONG  AND  PROVED  NO  DAMAGE. 

Appellants  do  not  prove  a  cause  of  action.  They  have  no 
title  claim.  The  funds  they  seek  came  from  shippers  in  exchange  , 
for  transportation  service.  They  have  never  belonged  to  appel- 
lants. With  no  title  to  assert  appellants,  as  other  litigants,  must 
prove  that  they  have  been  wronged  and  damaged.  They  prove 
neither.  In  1943  the  courts  gave  formal  recognition  to  the  finan- , 
cial  truth  that  over  the  years  the  interest  of  the  Corporation  in 
the  old  company  had  become  worthless.  Congress  authorized  a 
tax  calculation  whereby  an  entry  was  made  in  consolidated  re- 
turns deducting  the  amount  of  the  Corporation's  loss  from  the  ; 
income  figures  appearing  in  the  returns.  Returns  thus  prepared 
were  filed  and  audited  and  the  group  liability  was  compromised 
and  satisfied.  Nothing  in  this  process  constituted  a  wrong  to  ap- 
pellants. They  suffered  no  tort;  no  contract  was  breached;  no 
statutory  right  was  infringed.  Appellants  have,  therefore,  no 
standing  in  court.  "The  only  injury  of  which  plaintiffs  may  com- 
plain in  a  judicial  tribunal  is  the  invasion  of  some  legal  or  equi- 
table right."  Tilney  v.  City  of  Chicago,  134  F.2d  682,  683  (CCA. 
7,  1943)  cert,  den,  320  U.S.  759. 

Nor  have  appellants  been  damaged.  The  Corporation  paid  no 
tax  under  the  consolidated  returns  (Ex  P.  3A/B,  4A/B,  5A/B) 
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just  as  it  would  have  paid  no  tax  under  separate  returns.  (Ex. 
D.  46,  R.  2040)  The  reference  in  the  returns  to  the  fact  of  its 
loss  cost  the  Corporation  nothing.  The  Corporation  had  no  in- 
come (Exs.  D.  40,  D.  46,  R.  2040).  It  could  not  have  used  the 
loss  itself^^  and  it  could  not  have  sold  it.^''  The  Corporation  has 
thus  proved  no  damage  and  without  proof  of  damage  no  litigant 
can  recover.  "The  damages  recovered  by  an  injured  party  have 
always  been  limited  to  his  "actual  damages'."  Connecticut  Ry. 
Co.  V.  Palmer,  305  U.S.  493,  504,  59  S.Ct.  316,  323  (1939). 
"Wrong  without  damage  or  damage  without  wrong  does  not 
constitute  a  cause  of  private  action  *  *  *."  Clark  Oil  Co.  v. 
Phillips  Petroleum  Co.,  148  F.2d  580,  582  (CCA.  8,  1945),  cert, 
den,  326  U.S.  734. 

2.     APPELLANTS  HAVE  NO  UNJUST  ENRICHMENT  CLAIM. 

Nothing  in  the  law  of  unjust  enrichment  suggests  that  appel- 
lants have  a  claim.  The  failure  of  the  reorganization  trustees  to 
pay  additional  taxes  was  not,  in  contemplation  of  law,  an  enrich- 
ment. Even  if  it  were,  the  enrichment  was  not  unjust  to  appellants 
and  without  proof  of  injustice  to  thetn  appellants  cannot  recover. 
Finally,  where,  as  here,  the  defendant  is  not  a  wrongdoer  unjust 
enrichment  recovery  can  never  exceed  the  actual  loss  to  the  plain- 
tiff— in  this  case,  nothing. 

ii(i)  Appellees  Were  Not  "Enriched." 

i 

If  separate  returns  had  been  filed  for  the  years  in  question,  or 


^•*The  consolidated  returns  and  the  refund  claim  applied  only  a  portion 
jof  the  stock  loss  against  income  of  the  reorganization  trustees.  From  the 
1  balance  of  the  loss  amounting  to  more  than  $42,000,000  (Ex.  D.  40, 
!D:  52 A)  appellants  have  not  been  able  to  derive  any  gain  whatever — 
proof  positive  that  no  damage  has  been  suffered. 

I  ^^In  /.  D.  and  A.  B.  Spreckels  Co.  v.  Commissioner,  41  B.T.A.  370 
1(1940),  the  taxpayer  had  acquired  the  stock  of  a  subsidiary  in  order  to 
!:ake  advantage  of  a  tax  loss  which  the  subsidiary  was  about  to  realize. 
The  loss  was  taken  and  the  taxpayer  sought  to  claim  the  loss  as  a  deduction 
,  n  a  consolidated  return.  It  was  held  that  since  the  acquisition  of  the  stock 
had  no  business  purpose  the  loss  could  not  be  allowed. 
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if  there  had  been  no  reference  in  the  consolidated  returns  to  the 
Corporation's  loss,  the  trustees  would  have  paid  additional  taxes. 
The  difference  would  not  have  been  $17,201,739.00  as  appellants 
suggest  and  the  District  Court  assumed,  but  some  substantially 
smaller  figure,  the  exact  amount  of  which  is  highly  uncertain. ^^ 
But  whatever  the  proper  calculation,  a  "saving"  of  taxes  is  not 
an  "enrichment."  Congress  expects  that  the  deductions  provided 
for  by  the  Revenue  Acts  will  be  taken.  "The  legal  right  of  a  tax- 
payer to  decrease  the  amount  of  what  otherwise  would  be  his 
taxes,  or  altogether  avoid  them,  by  means  which  the  law  permits, 
cannot  be  doubted."  Gregory  v.  Helvering,  293  U.S.  465,  469,  55 
S.Ct.  266,  267  (1935).'" 


i^Since  there  is  no  such  thing  as  a  "normal"  tax  (see  footnote  23  in 
Part  VI  of  Securities  and  Exchange  Commission  Release  No.  53,  Account- 
ing Series,  November  16,  1945),  the  computation  of  any  so-called  "tax 
saving"  requires  a  comparison  between  the  tax  actually  paid  and  a  hypo- 
thetical tax  which  might  have  been  paid.  A  calculation  of  the  amount 
of  the  alleged  "tax  saving"  here  involved  requires  such  a  comparison 
between  the  actual  tax  and  a  hypothetical  tax  which  the  reorganization 
trustees  would  have  paid  if  the  Corporation's  stock  loss  had  not  been 
available  as  a  deduction.  The  computation  and  amount  of  the  hypo- 
thetical tax  were  debated  at  length  at  the  trial,  both  orally  and  upon 
brief.  Tax  experts  were  called  as  witnesses  by  both  sides  (R.  911-955; 
1501-1576;  and  1583-1585),  and  they  disagreed  by  several  millions  of 
dollars  as  to  the  proper  computation.  In  fact,  the  appellants'  own  expert 
presented  three  alternative  and  widely  varying  computations  (Ex.  P.  80, 
R.  1825-1829).  Among  the  questions  to  be  decided  in  determining  the 
hypothetical  tax  are  the  following:  (a)  Should  the  hypothetical  tax  be 
computed  on  consolidated  or  separate  returns.''  (b)  How  should  the  loss 
carry-overs  and  unused  excess  profits  credits  of  the  reorganization  trustees 
be  treated?  (c)  Should  intercompany  interest  accruals  and  other  inter- 
company transactions  be  considered?  (d)  What  effect  should  be  given  to 
the  accelerated  amortization  deductions,  the  freight  refunds  and  the  gov- 
ernment's pending  freight  reparation  claims?  (e)  Should  alternative  tax 
saving  methods  be  taken  into  account?  (f)  Should  effect  be  given  to  the 
partial  worthlessness  of  the  large  debt  owed  to  the  reorganization  trustees 
by  Sacramento  Northern  Railway?  Each  of  these  is  a  difficult  and  com- 
plex problem  which  must  be  solved  before  the  amount  of  the  hypothetical 
tax  can  be  properly  computed.  The  trial  court  concluded,  however,  that 
the  appellants  were  not  entitled  to  any  part  of  the  tax  saving  and  conse- 
quently the  court  had  no  occasion  to  determine  its  amount  or  to  consider 
or  decide  any  of  the  problems  involved. 

I'For  a  criticism  by  the  Securities  and  Exchange  Commission  of  the 
entire  concept  of  a  "tax  saving"  see  Appendix  B,  p.  7. 


27 

(ii)   Assuming  An  Enrichment,  It  Was  Not  Unjust  to  Appellants. 

Even  assuming  that  a  lawful  calculation  of  taxes  could  be 
called  an  "enrichment,"  and  assuming,  further,  that  the  benefit 
to  the  trustees  was  brought  about  by  the  Corporation,  appellants 
still  have  no  claim.  "The  mere  fact  that  a  person  benefits  another 
is  not  of  itself  sufllicient  to  require  the  other  to  make  restitution 
therefor."  {Restatement  of  Restitution,  Sec.  1,  p.  13.)  "But,  in 
order  to  establish  unjust  enrichment  it  is  not  enough  merely 
to  show  one's  retention  of  the  benefit.  The  retention  must  also 
be  unjust."  Bailis  v.  R.F.C.,  128  F.2d  857,  859  (CCA.  3,  1942). 
The  instances  in  which  a  plaintiff  has  conferred  a  benefit  on  a 
defendant  and  failed  to  obtain  judgment  are  legion.^^  To  succeed, 
a  plaintiff  must  prove  injustice  to  him.  The  doctrine  is  a  doctrine 
of  restitution.  The  plaintiff  must  show  that  something  was  taken 
from  him  and  that  there  is  some  recognized  basis — fraud,  mis- 
take, duress,  undue  influence,  illegality — for  revoking  the  transfer. 

One  consequence  is  that  in  every  windfall  situation,  such  as  ap- 


i^The  cases  include  (a)  cases  where,  as  in  this  case,  there  has  been  a 
long  course  of  dealing  without  payment,  see  Country  Club  District  Service 
Co.  r.  Edina,  8  N.W.2d  321  (Minn.  1943),  Wright  v.  Sheldon,  53  Atl. 
59  (R.I.  1902)  ;  (b)  cases  where,  as  in  this  case,  there  has  been  a  mutual 
exchange  of  benefit,  see  Potter  v.  Carpenter,  16  N.Y.  157  (1879),  Allen 
V.  Bryson,  25  N.W.  820  (Iowa  1885),  Gross  v.  Cadwell,  30  Pac.  1052 
(Wash.  1892)  ;  (c)  cases  where,  as  in  this  case,  the  enrichment  of  de- 
fendant cost  plaintiff  nothing,  see  Boston  v.  District  of  Columbia,  19  Ct. 
CI.  31   (1883),  Erickson  v.  Hochbrune,  91  Pac.  485  (Wash.  1907)  ;  and 

;  (d)  cases  in  which  services  were  performed  or  a  benefit  transferred  under 
circumstances  in  which  the  defendant  did  not  expect  to  pay  even  though 

I  the  plaintiff  expected  to  receive  compensation,  see  Concord  Coal  Co.  v. 

\Ferrin,  51  Atl.  283  (N.H.  1901),  Peters  v.  Adams,  190  N.Y.S.  220  (Cty. 
Ct.  1920),  aff'd  188  N.Y.S.  945  (App.  Div.  1921),  Dusenka  v.  Dusenka, 
21  N.W.2d  528  (Minn.  1946). 

If  the  claim  in  this  case  is  in  reality  a  claim  for  service  by  the  Corpo- 

1  ration  in  assisting  the  trustees  in  protecting  the  railroad  properties  against. 

1  demands  for  taxes,  no  compensation  may  be  required  of  appellees  for  the 

I  reason,  among  others,  that  in  view  of  the  past  practice,  in  which  no  pay- 

iment  was  made  for  the  use  of  losses,  the  trustees  could  not  have  expected 
to  make  any  such  payment. 
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pellants  claim  this  to  be,  the  defendant  prevails.  In  Straube  v. 
Bowling  Green  Gas  Co.,  227  S.W.2d  666  (Mo.  1950),  plaintiffs 
paid  for  gas  at  rates  based  upon  charges  made  to  the  gas  com- 
pany by  its  suppliers.  During  litigation  over  the  validity  of  an 
order  reducing  the  rates  of  the  supplier  the  difference  between 
the  new  and  the  old  rates  was  impounded  and  later  paid  to  the 
gas  company.  Plaintiffs'  unjust  enrichment  argument  failed.  "Since 
the  facts  alleged  show  no  'unjust  privation'  of  appellants  and  no 
legal  or  equitable  rights  in  appellants  as  to  either  fund,  there 
could  be  no  'unjust  enrichment'  of  respondent  at  the  expense  and 
loss  of  appellants."  (227  S.W.2d  671).  In  Houck  v.  Hubbard 
Milling  Co.,  167  N.W.  1038  (Minn.  1918),  the  defendant  re- 
ceived refunds  resulting  from  revision  of  freight  rates.  Plaintiff, 
who  had  made  sales  to  defendant  on  the  assumption  the  existing 
rates  were  to  apply,  attempted  to  claim  the  refunds.  "The  re- 
funds amount  to  a  find  for  the  defendant.  *  *  *  No  legal  equity 
puts  a  right  of  recovery  in  the  plaintiff."  (l67  N.W.  1039.)  In 
Consolidated  Cut  Stone  Co.  v.  Seidenbach,  114  P.2d  480  (Okla. 
1941),  subcontractors  gave  the  owner  certain  credits  on  account 
of  defaults  of  the  general  contractor.  A  surety  later  compensated 
the  owner  for  the  same  defaults.  The  subcontractors,  arguing 
unjust  enrichment,  attempted  without  success  to  obtain  judgment 
in  the  amount  of  the  credits.  "Unless  these  appellants  had  rights 
existing  prior  to  or  at  the  time  payment  was  made  *  *  *  which 
were  violated  or  altered  by  the  payment,  the  mere  fact  of  excess 
payment  can  g\Nt  them  no  right."  (Il4  P.2d  484.)  In  Greek 
Catholic  Congregation  of  Borough  of  Olyphant  v.  Plummer,  et  al., 
32  A.2d  299  (Pa.  1943),  plaintiffs  failed  to  recover  from  defend- 
ant royalties  which  defendants  had  received  on  coal  which  be- 
longed to  plaintiffs.  "In  every  case  of  'unjust  enrichment'  the 
courts  have  been  able  to  point  out  some  wrong  done  by  the  party 
enriched.  By  'wrong'  is  meant,  of  course,  the  violation  of  another's 
legal  right."  (32  A.2d  300.)  In  Russo  v.  Hosmer,  Inc.  44  N.E.2d 
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641  (Mass.  1942),  Hosmer  was  paid  by  Massachusetts  for  work 
he  had  illegally  contracted  to  Russo  who  sought  relief  in  quantum 
meruit.  Russo's  claim  was  denied.  "He  [Russo]  was  not  damaged 
nor  affected  by  the  failure  to  observe  the  provisions  in  Hosmer's 
contract  with  the  Commonwealth  governing  the  subletting  of  the 
work."  (44  N.E.2d  644)  In  Vanderbilt  University  v.  Williams, 
280  S.W.  689  (Tenn.  1926)  defendant  received  rent  for  land 
over  which  he  and  plaintiff  had  identical  easements  which  en- 
titled neither  to  rent  payments.  Plaintiff's  claim  for  half  of  the 
rent  was  denied:  "Equity  may  not  be  invoked  to  supply  a  remedy 
until  a  right,  legal  or  equitable,  exists."  (280  S.W.  692.) 

Thus  the  cases  make  it  clear  that  a  windfall  to  appellees  vests 
no  claim  in  appellants  unless  appellants  can  demonstrate  injus- 
tice to  them  by  an  invasion  of  rights  which  the  law  recognizes. 
The  rights  of  appellants  have  not  been  invaded.  They  cannot 
recover. 

(iii)   Appellants'   Unjust  Enrichment  Recovery  Could  Not  in  Any  Event  Exceed 
the  Actual  Loss  to  Them. 

The  law  of  unjust  enrichment  recognizes  three  situations:  (a) 
that  in  which  the  defendant  is  free  from  fault;  (b)  that  in  which 
the  conduct  of  defendant  is  tortious;  and  (c)  that  in  which  the 
defendant  is  a  conscious  wrongdoer.  If  the  defendant  is  free  from 
fault,  the  judgment,  assuming  a  case  is  made  out,  is  limited  to 
the  loss  to  the  plaintiff  or  the  benefit  to  defendant,  whichever  is 
lower.  "If  the  [defendant]  was  no  more  at  fault  than  the  claim- 
vant,  he  is  not  required. to  pay  for  losses  in  excess  of  benefits  re- 
Iceived  by  him  and  he  is  permitted  to  retain  gains  which  result 
[from  his  dealing  with  the  property."  (Restatement  of  Restitution, 
Ip.  596  and  see  the  illustrations,  pp.  356  and  618.) 

The  cases  agree.  A  surety,  for  example,  who  pays  an  obliga- 
tion of  his  principal  at  a  cost  to  the  surety  less  than  the  obliga- 
tion discharged  can  recover  only  his  outlay.  If,  for  instance,  he 
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pays   the  principal's   debt  in  depreciated  currency,  he  recovers 
only  the  cost  of  the  currency  to  him.^^ 

If,  therefore,  appellants'  case  rests  upon  unjust  enrichment, 
appellants  can  at  most  demand  no  more  than  a  nominal  judg- 
ment. Plainly  there  was  nothing  wrongful  in  the  handling  of 
the  tax  transaction.  The  Internal  Revenue  Code  provides  for 
consolidated  returns;  the  stock  loss  deduction  is  within  the  plain 
language  of  Section  23(g)(4);  liabilities  within  the  group  were 
determined  in  accordance  with  the  formula  universally  recom- 
mended and  which  the  parties  had  followed  for  twenty  years. 
Taxpayers  who  follow  twenty  years  of  past  practice  and  the  unan- 
imous precedents  are  not  conscious  wrongdoers  or  tort  feasors. 
Unjust  enrichment  recovery  could  not,  therefore,  exceed  in  any 
event  the  gain  to  appellees  or  the  loss  to  appellants,  whichever 
is  lower.  Appellants  suffered  no  loss;  they  can  have  no  judgment. 

3.     APPELLANTS    HAVE    NO    CLAIM   ARISING   FROM   FIDUCIARY  OBLIGA- 
TIONS. 

Appellants  attempt  to  support  their  position  by  contending 
that  fiduciary  obligations  were  operating  in  favor  of  the  Corpo- 
ration in  connection  with  the  tax  transactions.  The  argument  is 
unsound.  In  those  transactions  the  Corporation  was  itself  charged 
with  fiduciary  duties  and  its  position  was  in  no  respect  that  of  a 
cestui  que  trust. 

(i)   The  Corporation  Was  Charged  with  Fiduciary  Obligations. 

The  taxes  under  discussion  are  taxes  for  a  period  in  the  trustee- 
ship prior  to  May  1,  1944,  a  period  when  the  Corporation  was 


i9See,  for  example,  Bonney  v.  Seely,  2  Wend.  481  (N.Y.  1829): 
"If  the  plaintiff  had  paid  the  defendants'  debt  by  paying  half  the  amount, 
can  he  recover  the  whole  from  the  defendants  7  I  think  not.  He  is  entitled 
to  recover  the  amount  paid,  not  the  amount  extinguished  by  that  payment." 
See  also  Kendrick  v.  Forney,  22  Gratt.  748  (Va.  1872)  ;  Butler  v.  Butler's 
Administrator,  8  W.  Va.  674  (1873)  ;  Succession  of  Dink  grave,  31  La. 
Ann.  703  (1879)  ;  Hall  v.  Cresivell,  12  Gill  &  Johnson  26  (Md.  1841). 
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the  sole  stockholder  of  the  old  company.  As  parent,  the  Corpo- 
ration had  fiduciary  responsibilities  to  its  subsidiary  and  particu- 
larly to  the  subsidiary's  creditors,  the  present  stockholders  of  ap- 
pellees. "A  holding  company  *  *  *  has  fiduciary  duties  to  security 
holders  of  its  system  which  will  be  strictly  enforced."  Consoli- 
dated Rock  Products  Co.  v.  DuBois,  312  U.S.  510,  522,  61  S.Ct. 
675,  683  (1941).  "*  *  *  Inland,  by  reason  of  its  entire  owner- 
ship and  control  of  Michigan,  occupied  a  fiduciary  position  re- 
quiring scrupulous  observance  of  its  obligations  to  safeguard  and 
preserve  the  interest  of  Inland  bonds,  and  owed  to  its  bond- 
holders, a  duty  not  to  impair  the  value  of  the  Michigan  stock." 
In  re  Commonwealth  Light  &  Power  Co.,  I4l  F.2d  734,  736 
(CCA.  7,  1944).  See,  also,  Comstock  v.  Group  of  Institutional 
Investors,  335  U.S.  211,  68  S.Ct.  1454  (1948).  The  fact  that 
the  returns  were  physically  filed  after  the  Corporation  surrendered 
its  stock  does  not  affect  the  Corporation's  obligations.  The  re- 
turns related  to  the  period  of  affiliation  and  the  obligations  of 
the  parties  with  respect  to  them  were  therefore  the  obligations 
of  the  affiliation  period.  The  obligations  of  a  fiduciary  upon 
termination  of  the  relationship  continue  unimpaired  with  respect 
to  all  past  transactions  and  the  incidents  of  winding  up.  The  rule 
applies  to  all  fiduciary  relationships:  partnerships,  agencies, 
trusts  and  corporate  affairs.^^  The  Corporation  had,  therefore, 


I  ^^To  Partnerships:  "On  dissolution  the  partnership  is  not  terminated, 
(but  continues  until  the  winding  up  of  partnership  affairs  is  completed." 
;  Uniform  Partnership  Act,  7  U.L.A.  Sec.  30;  Gal.  Corp.  Code  Sec.  15030. 
1  To  Agencies:  'The  duty  of  an  attorney  to  be  true  to  his  client,  or  of  an 
[agent  to  be  faithful  to  his  principal,  does  not  cease  when  the  employment 
lends,  and  it  cannot  be  renounced  at  will  by  the  termination  of  the  relation. 
It' is  as  sacred  and  inviolable  after  as  before  the  expiration  of  its  term." 
Trice  v.  Comstock,  121  Fed.  620,  625  (CCA.  8,  1903). 

To  Trusts:  "When  the  time  for  termination  of  the  trust  has  arrived,  the 
duties  and  powers  of  the  trustee  do  not  immediately  cease,  but  until  the 
trust  is  actually  wound  up,  he  has  such  duties  and  powers  as  are  appropriate 
for  the  winding  up  of  the  trust."    3  Scott  on  Trusts  (1939)  Sec.  344. 

To  Corporations:  "*  *  *  by  statute  in  most  jurisdictions  it  is  now  pro- 
vided that  upon  the  dissolution  of  any  corporation  in  any  manner,  or  upon 
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fiduciary  obligations  with  respect  to  the  tax  transactions  which 
were  entirely  unaffected  by  the  date  the  returns  happened  to  be 
filed.  Those  fiduciary  duties  required  that  the  Corporation  co- 
operate in  minimizing  taxes  for  the  benefit  of  the  unpaid  cred- 
itors of  the  old  company,  the  present  stockholders  of  appellees. 
As  fiduciary,  the  Corporation  was  not  entitled  to  prefer  its  own 
interest  over  the  interest  of  those  unpaid  creditors  by  demanding 
a  "tax  saving"  payment  of  $17,000,000.00  on  account  of  an  entry 
in  the  tax  returns  which  cost  the  Corporation  nothing.  The  fidu- 
ciary obligations  which  the  law  recognizes  for  the  circumstances 
of  this  case  do  not  support  the  claim  of  appellants;  they  support 
the  judgment  below, 

(ii)   The  Position  of  the  Corporation  Was  Not  That  of  a  Cestui  Que  Trust. 

Appellants  seek  to  reverse  the  fiduciary  obligations  imposed  by 
law  and  place  the  Corporation  in  the  position  of  a  cestui  que  . 
trust  by  an  attack  upon  the  Corporation  personnel  who  handled  . 
the  tax  transactions.  The  fact  is,  however,  that  the  officers  and 
directors  of  the  Corporation  were  both  competent  and  informed. 
The  directors  included  Mr.  Schumacher,  "a  very  experienced  rail- 
road man"  (R.  1231)  characterized  by  counsel  for  appellants  as 
a  man  "of  great  ability  and  great  honesty  of  character"  (R.  993)  ; 
Mr.  Wood,  a  man  thoroughly  experienced  in  large  financial  affairs 
(R.  1122-23)  and  who  had  special  experience  in  reorganization 
matters  (R.  1123);  two  well  qualified  New  York  lawyers,  Mr. 
Osborn  and  Mr.  Campbell,  each  of  whom  are  of  counsel  for  the 
Corporation  in  this  case ;  and  Mr.  Curry,  president  of  the  Corpora- 
tion, described  by  the  court  below  as  "a  perfectly  competent  man, 
intelligent,  and  probably  a  pretty  good  railroad  man"  (R.  785). 
As  lawyers  the  Corporation  had,  for  the  reorganization  proceed- 
ing, Judge  Sloss  of  San  Francisco,  whose  competence  and  integrity 

the  expiration  of  its  period  of  corporate  existence,  the  directors  at  the  time 
of  the  dissolution  shall  be  the  trustees  of  the  creditors  and  stockholders  of 
the  corporation  *  *  *."  l6  Fletcher,  Corporatw?2s  (Perm.  Ed.)  Sec.  8174. 
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are  beyond  question  (R.  1600-03),  and  as  general  counsel,  Pierce 
&  Greer,  counsel  in  this  case,  who  for  thirty  years  have  repre- 
sented large  railroad  organizations  (R.  1030)  who  were  actively 
prosecuting  various  claims  on  behalf  of  the  Corporation  during 
the  period  in  question,  including  another  suit  against  these  appel- 
lees (R.  1048-52)  and  whose  senior  partner,  Mr.  Nicodemus, 
was  sufficiently  experienced  in  tax  matters  to  be  chairman  in  1943 
of  a  special  tax  committee  organized  by  the  railroads  (R.  1034- 
35).  As  an  unimpeachable  source  of  information  the  Corporation 
had  the  fact  that  the  tax  returns  were  prepared  in  its  office  (R. 
829-30,  844-46,  1258-59,  I4l4)  as  long  as  the  office  was  open  (R. 
891,  1287)  and  signed  and  filed  by  its  president  (R.  665-66,  831, 
837).  The  Corporation  had,  in  addition,  Mr.  Polk's  oral  report 
on  tax  affairs  to  Mr.  Curry  and  Mr.  Nicodemus  on  May  18,  1943 
(R.  839,  1079-80),  Mr.  Polk's  letter  of  May  20,  1943  (Ex.  P.  50, 
R.  1757)  reviewing  the  tax  situation,  the  annual  reports  of  the 
trustees  which  discussed  tax  problems  (Exs.  20-B,  20-C,  R.  511- 
14,  1279)  and  the  hearing  held  by  the  reorganization  court  review- 
ing the  tax  situation  and  establishing  a  tax  reserve  (R.  1991,  703, 
1085)."^  Mr.  Curry,  Corporation  president,  who  had  handled  tax 
matters  for  the  Western  Pacific  group  for  many  years  (R.  841-45) 


I      2ixhe  petition  of  the  trustees  for  an  order  to  establish  a  reserve  fund 
!  of  $7,100,000  for  contingent  tax  liabilities  was  filed  on  February  21,  1944 
'  (Ex.  P.  58,  R.  1772).  Judge  St.  Sure,  by  an  order  dated  February  21, 
,  1944,  set  March  3,  1944,  as  the  date  for  a  hearing  on  the  petition  and 
'  specifically  required  the  trustees  to  give  notice  to  and  send  a  copy  of  the 
petition  and  the  order  setting  the  date  of  the  hearing  to  the  Corporation 
I  (Ex.  D.  28,  R.  1991).  On  March  3,  1944,  a  hearing  on  the  petition  was 
I  held  during  which  Mr.   Elsey  testified  substantially  as  indicated  by  Ex. 
,  D.  34  (R.  2023)  :  that  under  consolidated  returns  the  plaintiff's  loss  would 
offset  trustee   income,   but  that  until  the  returns  were  accepted   by  the 
I  Bureau  of  Internal  Revenue  there  was  a  possibility  of  litigation  resulting 
I  in  a  substantial  tax  liability,  and  thus  that  the  trustees  deemed  it  prudent. 
!  to  establish  a  reserve  for  contingent  tax  liability  in  the  amount  indicated 
(R.  1271-74).  By  its  order  of  March  3,  1944,  the  bankruptcy  court  author- 
I  ized  the  trustees  to  establish  the  fund    (Ex.  D.   12,  R.   1895).   In  con- 
nection with    1944  taxes  the  reserve  was  later  increased   to  a  total  of 
i  $10,100,000  (Exs.  P.  20C,  P.  20D,  R.  515-16). 
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and  who  appreciated  the  difference  between  consolidated   and 
separate  returns  (Ex.  D.  56,  R.  2087-90),  thoroughly  understood 
the  tax  situation  and  wrote  to  Mr.  Nicodemus  explaining  it  (Ex. 
In.  5,  R.  2125)  ;  Mr.  Schumacher  was  familiar  with  the  tax  trans- 
actions throughout   (R.  876-77)  ;  Mr.  Osborn,  another  director, 
knew  that  consolidated  returns  were  being  filed  (R.  1019)  and 
that  they  conferred  substantial  benefits  on  the  trustees  (R.  1020- 
22)  ;  Mr.  Wood  had  no  doubt  that  consolidated  returns  would  be 
filed  (R.  1132-3).  The  possibility  of  a  "tax  saving"  claim  for  the 
Corporation  occurred  to  Mr.   Nicodemus,  Corporation  counsel, 
and  he  discussed  it  with  three  prominent  tax  lawyers,  Thomas 
Tarleau,  who  had  recently  been  legislative  counsel  for  the  Treas- 
ury (R.  1059),  Leslie  Rapp,  formerly  minority  clerk  of  the  House 
Ways  and  Means  Committee  (R.  1059-60)  and  Claude  Dudley,    ' 
who  was  associated  with  Mr.  Nicodemus  in  his  efforts  to  obtain    j 
favorable  tax  legislation  from  Congress  (R.  1063).  Mr.  Dudley, 
like  Mr.  Polk  (R.  1433),  Mr.  Elsey  (R.  1285),  Mr.  Ehrman  (R.    ■, 
1240-42)  and  the  prominent  tax  specialists  who  offered  to  testify   ! 
on  the  call  of  appellees  (R.  1586-95),"  had  never  heard  of  any 
such  claim  (R.  1063).  Mr.  Tarleau  and  Mr.  Rapp  said  the  idea   j 
had  no  merit  (R.  1062-63).  Although  the  Corporation  had  no 
financial  interest  in  the  tax  negotiations  since  it  would  pay  no 
taxes  in  any  event  (Ex.  D.  46,  R.  2040),  it  had,  nevertheless, 
control  over  the  tax  transactions.   The  returns  could  not  be  filed 
except  as  they  were  signed  and  filed  by  the  Corporation  (Treas. 
Regs.  104,  Sec.  23.16).  The  trustees,  who  had  the  financial  inter- 
est, hired  and  paid  tax  counsel  (Ex.  D.  39-E,  R.  1746,  1233),  but  jj 
Mr.  Polk  gave  only  advice  (R.  1403,  I4l4,  1415,  I4l7)  ;  he  did 
not  make  decisions.    The  final  decisions  were  necessarily  made 
by  the  Corporation  when  it  filed  the  returns.    In  the  tax  trans- 


--This  testimony  was  excluded  as  unnecessary  and  irrelevant  (R.  1593) 
and  appellants  objected  successfully  when  Mr.  Coulson  was  asked  whether 
he  had  ever  heard  of  any  such  claim  (R.  1498-1500) . 
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actions  the  Corporation  suffered  no  abuse;  its  personnel  were  com- 
petent and  informed;  its  decisions  were  deliberate  and  supported 
by  twenty  years  of  past  practice. 

Incompetence  on  the  part  of  Corporation  personnel  would  not 
in  any  event  either  relieve  the  Corporation  of  its  fiduciary  duties 
or  impose  fiduciary  duties  on  others  in  the  Corporation's  favor.  A 
fiduciary  cannot  avoid  his  responsibilities  by  lack  of  capacity.  Nor 
can  he,  by  complaining  of  his  disability,  impose  those  responsibili- 
ties on  others.  The  Corporation  as  holding  company  and  as  a 
member  of  the  group  had  fiduciary  duties  in  the  tax  transactions. 
Those  duties  bound  the  Corporation  whoever  its  officers  and  direc- 
tors might  be.  They  were  binding,  moreover,  on  anyone  who  took 
charge  of  or  participated  in  the  tax  transactions.  Even  if  it  were 
the  fact,  which  it  is  not,  that  the  trustees  or  their  lawyers  took 
charge  of  tax  matters  the  consequence  would  be  only  that  the 
trustees  and  their  lawyers,  to  the  extent  they  acted  for  the  Corpo- 
ration, would  be  obligated  to  honor  the  fiduciary  duties  of  the 
Corporation. 

Those  fiduciary  duties,  moreover,  are  not  defined,  as  appellants 
seem  to  believe,  by  the  rules  which  apply  to  formal  trusts.  Fidu- 
ciary obligations  in  connection  with  corporate  affairs  are  those 
which  are  appropriate  for  that  purpose.  They  are  not  those 
which  relate  to  express  trusts.  Manufacturers  Trust  Co.  v.  Becker, 
338  U.S.  304,  311,  70  S.Ct.  127,  132  (1949).^  As  far  as  consoli- 

I  dated  returns  are  concerned  they  are  best  defined  by  the  past 
practice  of  the  group  and  all  the  precedents,  all  of  which  are 

J.  in  accordance  with  what  was  done  and  opposed  to  what  appel- 

I  lants  claim  should  have  been  done. 


^^Compare  Securities  and  Exchange  Commission  r.  Chenery  Corp.,  318 
U.S.  80,  85,  63  S.Ct.  454,  458  (1943):  "But  to  say  that  a  man  is  a 
fiduciary  only  begins  analysis;  it  gives  direction  to  further  inquiry.  To 
whom  is  he  a  fiduciary?  What  obligations  does  he  owe  as  a  fiduciary.-' 
In  what  respect  has  he  failed  to  discharge  these  obligations.-*  And  what 
are  the  consequences  of  his  deviation  from  duty.-*" 
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Nothing  which  occurred  in  connection  with  taxes  reheved  the 
Corporation  of  its  normal  fiduciary  duties  to  its  subsidiaries  and 
their  creditors.  Nothing  imposed  fiduciary  duties  on  those  sub- 
sidiaries in  favor  of  the  Corporation.  The  position  of  the  Corpo- 
ration was  in  no  sense  the  position  of  a  cestui  que  trust.  There 
was  no  trust,  no  trust  res,  and  no  trust  obhgation  running  to 
the  Corporation.  A  discussion  of  fiduciary  duties  in  this  case 
serves  only  to  support  the  judgment  below.  The  decisions  of  the 
Supreme  Court  make  it  clear  that  a  fiduciary  obligation  ran  from 
the  Corporation  to  the  unpaid  creditors  of  its  subsidiary.  The  de- 
cision below  refusing  to  permit  the  Corporation  to  prefer  its 
interest  over  the  interest  of  those  creditors  is  in  accordance  with 
that  obligation. 

4.     APPELLANTS  HAVE  NO  CLAIM  ON  ACCOUNT  OF  DUALITY. 

The  intervener  appellants  emphasize  that  the  Corporation 
officers  who  handled  the  tax  transaction  were  also  employed  by 
the  old  company  and  by  the  trustees.  This  duality  is  of  no  as- 
sistance to  appellants.  The  doctrine  even  in  a  general  sense  has 
no  application  here;  duality  in  any  event  is  not  a  wrong  and  of 
itself  it  creates  no  rights;  and,  finally,  nothing  which  was  done 
was  in  fact  unfair  to  appellants. 

(i)   The  Duality  Doctrine  Has  No  Application  Here. 

First.  The  Corporation  cannot  complain  of  a  duality  which 
it  created  for  its  own  purposes.  The  dual  employment  of  West- 
ern Pacific  personnel  came  about  at  the  direction  of  the  Corpora- 
tion (this  brief  p.  3)  ;  the  trustees  assumed  the  expense  of  the 
joint  New  York  office  at  the  Corporation's  specific  request  (this 
brief  p.  6).  The  Corporation  cannot  now  complain.  "*  *  * 
when  appealing  to  a  court  of  equity  for  the  enforcement  of  his 
rights  against  others  the  plaintiff  should  not  himself  be  respon- 
sible for  the  condition  of  which  he  complains."  Myers  v.  Louisiana 
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&  A.  Ry.  Co.,  7  F.  Supp.  97,  99  (W.D.  La.  1934)  ;  Rosaly  v. 
Gonzales,  106  F.2d  169,  172  (CCA.  1,  1939). 

Second.  Duality  between  the  Corporation  and  the  officers  of 
the  reorganization  court  is  of  no  significance.  The  pay  from  the 
reorganization  trustees  did  not  impose  an  obligation  on  the  offi- 
cers of  the  Corporation  inconsistent  with  their  obhgations  to 
their  company.  The  trustees  had  no  personal  interest  in  the  re- 
organization. In  re  Ducker,  134  Fed.  43  (CCA.  6,  1905).  Their 
only  purpose  was  to  see  that  all  approved  claims  were  paid.  There 
was,  therefore,  none  of  the  conflict  of  interest  upon  which  the 
duality  rule  depends.  "Here  we  are  dealing  with  officers  of  the 
court  and  directors  appointed  by  them,  men  of  standing,  ability 
and  integrity.  There  is  here  no  room  for  any  reaction  of  prejudice 
or  bias,  conscious  or  otherwise,  to  the  frailties  of  human  nature 
***"/,  C  F,  Holding  Corp.  v.  General  Gas  &  Electric  Corp., 
AG  N.Y.  S.2d  605  (1943).  Moreover,  the  Bankruptcy  Rules  them- 
selves demonstrate  that  duality  in  connection  with  a  reorganiza- 
tion proceeding  is  not  a  significant  circumstance.  General  Order 
44  contains  a  special  provision  authorizing  the  court  in  a  rail- 
road reorganization  proceeding  to  employ  attorneys  associated 
with  the  debtor.  Duality  does  not  affect  the  course  or  finality  of 
a  reorganization  proceeding.  Duryee  v.  Erie  R.  Co.,  175  F.2d  58 
I  (C.A.  6,  1949)  cert.  den.  338  U.S.  861. 

Third.  The  duality  cases  do  not  criticize  a  transaction  con- 
i  ducted  in  accordance  with  what  prudent  and  independent  persons 
iwould  have  done  under  the  circumstances  Hellier  v.  Baush  Ma- 
\chine  Tool  Co.,  21  F.2d  705,  707  (CCA.  1,  1927)  ;  International 
Radio  Telegraph  Co.  v.  Atlantic  Communication  Co.,  290  Fed. 
i698,  702  (CCA.  2,  1923)  without  benefit  of  hindsight  Blau- 
'Stein  V.  Ran  American  Petroleum  &  Transport  Co.,  56  N.E.2d 
'705,  715  (N.Y.  1944);  Crawford  v.  Mexican  Petroleum  Co.  of 
lOelaware,  130  F.2d  359,  362  (CCA.  2,  1942).  The  tax  trans- 
laction  was  handled  in  strict  accordance  with  twenty  years  of  past 
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practice  of  the  group,  with  the  general  practice  of  the  business 
community  and  with  ail  the  relevant  precedents.  Presumably, 
therefore,  any  prudent  person  would  have  done  precisely  what 
was  done.  The  courts  will  not  interfere.  Hellier  v.  Baush  Machine 
Tool  Co.,  supra;  International  Radio  Telegraph  Co.  v.  Atlantic 
Communication  Co.,  supra. 

Fourth.  Appellants  have  failed  to  make  a  case  under  the 
duality  doctrine  itself.  Thus  far  appellants  have  no  suggestion 
as  to  what  "fairness"  requires.  In  the  cases  upon  which  appel- 
lants rely  the  courts  were  not  thus  left  without  assistance.  There 
was  in  the  record  evidence  of  market  value  Geddes  v.  Anaconda 
Copper  Mining  Co.,  254  U.S.  590,  600-02,  41  S.Ct.  209,  213 
(1921)  ;  De  Lamar  Mines  of  Montana  v.  Mackay,  104  F.2d  271, 
275  (CCA.  9,  1939)  or  some  other  established  guide  to  fairness 
Espach  V.  Nassau  &  Suffolk  Lighting  Co.,  31  N.Y.S.  2d  259,  264- 
5  (1941),  aff'd  sub  nom.  Chelrob  v.  Barrett,  57  N.E.2d  825 
(N.Y.  1944)  to  which  the  court  could  turn.  Appellants  offer 
nothing.  All  the  past  practice  and  all  the  precedents  are  contrary  . 

j 

to  their  position. 

Fifth.     Duality  as  such  proves  nothing.  It  creates  no  rights.  ' 
Its  existence  does  not  constitute  a  wrong.  Appellants,  having  as- 
serted duality,  have  yet  to  prove  their  claim.   "It  is  not  mere 
existence  of  an  opportunity  to  do  wrong  that  brings  the  rule 
into  play;  it  is  the  unconscionable  use  of  the  opportunity  *  *  *."  . 
Coins tock   V.    Group   of  Institutional  Investors,    335   U.S.   211,  * 
229,  68  S.Ct.  1454,  1463  (1948);  Leavenworth  County  Commis- 
sioners V.  Chicago,  Rock  Island  &  Pacific  Ry.  Co.,  134  U.S.  688, 
705,  10  S.Ct.  708,  714  (1890)  ;  Skelly  v.  Dockweiler,  75  F.  Supp. 
11,  14  (S.D.  Cal.  1947);  Everett  v.  Phillips,  288  N.Y.  227,  236, 
43  N.E.2d  18,  22   (1942).  Appellants  do  not  prove  a  claim  by 
an  appeal  to  a  general  doctrine  of  "fairness"  unsupported  by  evi- 
dence as  to  what  "fairness"  requires. 


39 

(ii)   Appellants  Have  No  Claim  Based  on  a  Hypothetical  Bargain. 

Interveners  argue  in  effect  that  this  Court  should  make  a 
retrospective  bargain  between  the  reorganization  trustees  and  the 
Corporation  and  enforce  it  against  appellees  (In.  Br.  p.  49).  This 
asks  the  impossible. 

First.  This  Court  has  no  power  to  exercise  bankruptcy  juris- 
diction to  make  a  bargain  for  appellants.  The  reorganization 
trustees  are  not  parties  to  this  proceeding  and  cannot  be  made 
parties.  The  Court  can  hardly  bargain  for  them  in  their  absence. 
Moreover,  jurisdiction  over  those  trustees  is  vested  not  in  this 
Court  but  in  the  bankruptcy  court  and  the  jurisdiction  is  exclusive. 
U.  S.  Fidelity  &  Guaranty  Co.  v.  Bray,  225  U.S.  205,  217,  32  S.Ct. 
620,  625  (1912);  Isaacs  v.  Hobbs  Tie  &  T.  Co.,  282  U.S.  734, 
739,  51  S.Ct.  270,272  (1931). 

Second.     The  bargain  which  the  interveners  demand  would 

have  destroyed  the  tax  saving.   Under  the  Internal  Revenue  Code 

a  loss  on  the  worthlessness  of  stock  is  a  tax  deduction  only  if  the 

stock  is  completely  worthless.^^  If  a  stock  otherwise  worthless  has 

[any  element  of  value  attached  to  it,  worthlessness  is  not  estab- 

I  lished  and  the  loss  cannot  be  taken  either  in  whole  or  in  part.^^ 

I     The  Corporation's  position  in  the  tax  transaction  resulted  solely 

i  from  the  fact  that  it  owned  the  stock  of  the  old  company.  Any 


i     247i.eas.  Reg.  Ill,  Sec.  29.23(e)-4  (I.R.C.).  5  Mertens,  Law  of  Fed- 
ieral  Income  Taxation  (1942)  pp.  256-57. 

I  25I.T.  3252  [1939 — I  Cum.  Bull.  182]  is  the  Treasury's  response  to  a 
request  for  advice  on  this  situation.  In  1936,  A  agreed  to  buy  from  the  M 
1  Company  certain  stock  of  the  O  Company.  In  1937,  A  paid  a  portion  of 
I  the  purchase  price.  In  that  year  the  stock  definitely  became  worthless.  A, 
1  however,  was  obligated  to  complete  payment  for  the  stock.  The  question 
iwas  whether  the  M  Company  could  deduct  for  tax  purposes  its  loss  on 
I  account  of  the  worthlessness  of  the  stock.  The  answer  was  no:  "It  is  fur- 
jther  held  that  inasmuch  as  the  M  Company  holds  A's  contractual  obligation 
jto  pay  to  it  the  sum  of  5x  Dollars  for  the  stock  (being  the  cost  of  such 
jStock  to  the  M  Company),  these  particular  shares  of  stock  are  not  worthless 
I  in  its  hands  and,  therefore,  it  is  not  entitled,  for  Federal  income  tax  pur- 
poses, to  deduct  from  its  gross  income  for  the  year  1937  any  part  of  its 
1  investment  in  such  shares  of  stock." 
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payment  made  to  the  Corporation  or  any  agreement  for  such  pay- 
ment would  itself  demonstrate  that  the  stock  had  an  element  of 
value,  an  element  of  value  measured  precisely  by  the  payment. 
The  stock  would  not,  therefore,  be  totally  worthless  and  the 
deduction  could  not  be  taken.  Thus  the  bargain  which  interveners 
say  should  have  been  made  could  not  in  fact  have  been  made 
without  destroying  the  "tax  saving"  upon  which  appellants  rely 
for  judgment. 

Third.  The  reorganization  court  would  have  required  the  Cor- 
poration to  sign  the  returns  without  a  "tax  saving"  payment.  The 
reorganization  court  had  power  to  compel  the  Corporation  to  sign 
the  returns,  had  it  proved  recalcitrant.^*'  A  bankruptcy  court  has 
the  powers  of  a  court  of  equity.  S.  E.  C.  v.  United  States  Realty 
Co.,  310  U.S.  434,  455,  60  S.Ct.  1044,  1053  (1940).  As  such,  it 
has  full  power  in  a  reorganization  proceeding  to  protect  the  assets 
of  the  estate.  "The  jurisdiction  of  the  bankruptcy  court  in  Chapter 
X  proceedings  to  protect  and  preserve  the  property  of  the  bank- 


26The  interveners  appear  to  have  dropped  the  argument  that  the  Corpo- 
ration is  entitled  to  judgment  because  it  could  have  levied  tribute  by  refus- 
ing to  sign  the  returns.  They  are  well  advised.  A  reorganization  court  pays 
nothing  for  nuisance  value.   "In  these  proceedings  there  is  no  occasion  for  i 
the  court  to  yield  to  such  pressures."  Case  v.  Los  Angeles  Lumber  Co.,  \ 
308  U.S.  106,  129,  60  S.Ct.  1,  14  (1939).  Moreover,  if  appellants  had 
exacted  a  price  for  a  signature  to  the  consolidated  returns  they  would 
have  been  forced  to  return  the  tribute  thus  collected.    It  is  not  common 
practice  to  require  payment  for  the  service  of  signing  a  paper  and  the 
cases  are  not  numerous.    They  agree,  however,  in  requiring  repayment  of 
the  price  exacted.    See  Kelley  v.  Caplice,  23  Kan.  337   (1880),  aff'd  on 
rehearing,  27  Kan.  359  (1882)  ;  Guetzkow  Bros.  Co.  v.  Breese,  72  N.W.  ;' 
45    (Wis.   1897);  Lain  v.  Kennert,   32  N.E.2d  375    (111.  App.   1941);  \\ 
Oswald  V.  El  Centro,  211   Cal.  45,  292  Pac.   1073    (1930);   American: 
Bank  &  Trust  Co.   v.  Federal  Reserve  Bank,   256  U.S.    350,   41    S.Ct. 
499  (1921)  ;  Rees  v.  Scbmits,  164  111.  App.  250  (1911).  The  contention,    • 
moreover,  that  a  hard  bargain  should  have  been  made  with  the  trustees  has 
no  merit  in  an  equity  court.   "The  complaint  that  its  board  of  directors  did 
not  drive  a  harder  bargain,  or  the  hardest  bargain,  that  it  might  have  driven 
should  have  no  appeal  to  a  court  of  equity.    On  the  contrary,  courts  of 
equity  often  proceed  upon  a  contrary  and  opposite  theory."    Ativater  v. 
Wheeling  &  L.  E.  Ry.  Co.,  56  F.2d  720,  724  (CCA.  6,  1932). 
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nipt  estate  was  not  in  question  and  could  not  be  questioned." 
Duda  V.  Sterling  Mfg.  Co.,  178  F.2d  428,  434  (C.A.  8.  1949). 
In  the  exercise  of  that  jurisdiction  the  reorganization  court  would 
have  compelled  the  Corporation,  a  party  to  the  reorganization 
proceeding,-^  to  join  in  the  returns  and  thus  to  conserve  the  assets 
of  the  bankruptcy  estate.  As  sole  stockholder  of  the  old  company, 
the  Corporation  had  general  fiduciary  duties  to  its  subsidiaries, 
particularly  in  the  interest  of  the  latter's  creditors  [Consolidated 
Rock  Products  Co.  v.  DuBois,  312  U.S.  510,  522,  61  S.Ct.  675, 
683  (I94l))  and  special  duties  arising  out  of  the  bankruptcy 
proceeding  to  conserve  the  assets  for  the  benefit  of  creditors.-^ 
Under  such  circumstances  the  reorganization  court  would  never 
have  allowed  the  Corporation  to  deplete  these  assets  by  demand- 
ing payment  for  signing  a  paper. 

(iii)   There  Hqs  Been  No  Unfairness  to  Appellants. 

The  duality  doctrine,  even  if  it  has  application  here,  goes  no 
further  than  to  say  that  the  tax  transaction  should  be  fairly  con- 
ducted.   By  every  available  standard  there  has  been  no  unfairness 


^''Callaway  v.  Benton,  336  U.S.  132,  69  S.Ct.  435  (1949),  upon  which 
appellants  rely,  involved  the  power  of  the  reorganization  court  over  a 
stranger  to  the  proceeding. 

28Compare  3  Collier  on  Bankruptcy  (l4th  ed.)  Par.  62.30,  p.  1573: 
"Among  [the  duties  of  the  bankrupt]  is  the  duty  to  preserve  the  estate  for 
the  benefit  of  the  creditors  and  to  do  whatever  is  needed  to  protect  the  assets 
from  deterioration  until,  either  a  custodian  or  a  receiver  or  the  trustee  has 
taken  charge  of  them.  This  duty  is  not  specifically  mentioned  in  the  statute, 
but  has  been  recognized  by  the  courts."  See  also  /;/  re  Mines,  69  F.2d  52 
I  (CCA.  2,  1934)  ;  Sellers  r.  Bell,  94  Fed.  801,  809  (CCA.  5,  1899)  ;  In 
\re  Beck,  92  Fed.  889,  891  (S.D.  Iowa  1899)  ;  /«  re  Connecticut  Co.,  95 
lF.2d  311,  315  (CCA.  2,  1938)  cert.  den.  304  U.S.  571.  The  obligations 
jofthe  debtor  are  binding  upon  the  stockholders  of  the  debtor.  Sec.  77(1) 
Iprovides  in  part:  "In  proceedings  under  this  section  *  *  *  the  duties  *  *  * 
of  all  persons  with  respect  to  the  debtor  and  its  property,  shall  be  the  same 
las  if  a  voluntary  petition  for  adjudication  had  been  filed  *  *  *."  And  Sec. 
7b  of  the  Act  provides  in  part:  "Where  the  bankrupt  is  a  corporation,  *  *  * 
lits  stockholders  or  members,  or  such  of  them  as  may  be  designated  by  the 
:ourt,  shall  perform  the  duties  imposed  upon  the  bankrupt  by  this  Act." 
5ee,  e.g.,  Goldie  t:  Cox,  130  F.2d  695  (CCA.  8,  1942)  ;  In  re  Songood 
Realty  Co.,  32  F.  Supp.  121  (E.D.  N.Y.  1940). 
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to  appellants.  What  was  done  was  in  strict  accordance  with  the 
past  practice  of  the  Western  Pacific  group,  with  the  generally 
accepted  business  practice  and  with  the  uniform  conclusion  of  the 
Securities  and  Exchange  Commission,  the  Treasury  Departm_ent, 
the  Federal  Trade  Commission  and  all  persons  who  have  con- 
sidered the  problem.  What  better  test  could  there  be  of  "fair- 
ness".'' 

Indeed,  if  "fairness"  is  the  test,  it  is  appellants  who  must  fail. 
There  is  no  "fairness"  in  the  effort  of  the  Corporation  to  repudiate 
for  its  selfish  purposes  the  established  practice  of  the  group;  nor 
in  the  demand  of  the  Corporation  for  a  payment  from  a  trans- 
action in  which  it  was  neither  wronged  nor  damaged;  nor  in  the 
attempt  of  the  Corporation  to  substitute  itself  as  tax  collector; 
nor  in  the  effort  of  the  Corporation  to  deprive  the  group  of  the 
benefit  of  a  tax  deduction  allowed  by  Congress;  nor  in  permitting 
the  Corporation  to  recover  a  $17,000,000  judgment  against  a  re- 
organized company  owned  by  the  unpaid  creditors  of  its  sub-' 
sidiary  (and  their  successors  in  interest)  to  whom  the  Corpora-' 
tion  owed  fiduciary  obligations;  nor  in  allowing  the  Corporation,! 
a  party  to  the  reorganization  proceeding,  to  repudiate  that  pro- 
ceeding retroactively  and  assert  a  claim  relating  to  the  reorgani-, 
zation  period  which  was  never  presented  to  the  reorganization; 
court  and  which,  if  allowed,  would  frustrate  the  purpose  of  the; 
reorganization;  nor  in  permitting  the  Corporation  to  undermine 
the  financial  position  of  the  reorganized  company  on  the  basis  of 
an  afterthought  claim  presented  too  late  and  in  the  wrong  forum. 
"Fairness"  in  this  case  is  with  the  judgment  below. 

5.     APPELLANTS'  AUTHORITIES. 

The  case  on  which  appellants  chiefly  rely.  Commercial  Nationals 
Bank  in  Shreveport  v.  Connolly,  176  F.2d  1004  (C.A.  5,  1949) 
demonstrates  the  distance  by  which  they  fail  to  support  theij 
claim. 
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The  Old  Bank,  virtually  insolvent,  conveyed  all  its  assets  to  the 
New  Bank,  which  assumed  the  Old  Bank's  liabilities  to  creditors. 
The  contract  between  the  Banks  (which  proved  highly  profitable 
to  the  New  Bank)  authorized  the  New  Bank  to  administer  Old 
Bank  assets  and  collect  from  them  an  amount  sufficient  to  indem- 
nify it  for  the  liabilities  assumed.  The  remaining  assets  were  to 
be  reconveyed  to  the  Old  Bank  or  liquidated  for  the  Old  Bank's 
account.  The  litigation  was  a  suit  by  the  Old  Bank  for  an  account- 
ing. 

The  assets  conveyed  to  the  New  Bank  included  certain  oarcels 
of  real  property.  The  Louisiana  statute  taxing  the  capital  stock  of 
banks  provided  that  the  assessed  value  of  the  stock  might  be  re- 
duced by  the  assessed  value  of  all  real  property  owned  by  the 
bank.  The  New  Bank  reduced  the  tax  on  its  capital  stock  by  the 
value  of  the  Old  Bank's  real  property.  The  court  held,  after  a 
prior  appeal^"  and  over  dissent,  that  in  the  accounting  the  Old 
Bank  was  entitled  to  a  credit  for  the  tax  advantage  which  came 
to  the  New  Bank  from  holding  that  part  of  the  property  which 
was  transferred  in  pledge  rather  than  by  an  outright  conveyance. 
The  basis  of  decision  was  the  relation  between  the  parties  estab- 
lished by  the  express  agreement  of  liquidation  and  pledge.  The 
court  said: 

"We  are  of  the  opinion,  from  a  construction  of  the  entire 
contract  and  the  purpose  and  intent  of  the  parties,  that  Class 
C  assets  were  merely  pledged — subject  to  the  right  of  substi- 
tution aforementioned — as  indemnity  or  security  to  the  New 
Bank  against  loss. in  the  assumption  of  the  liabilities  and  in 
payment  of  expenses,  costs,  and  charges.  In  such  a  situation 
the  law  of  Louisiana  seems  to  be  that  a  relation  of  trust 
exists  between  the  New  Bank  and  the  Old  in  reference  to 
said  C  assets  so  pledged,  and  that  the  New  Bank,  as  such 


I     ^^Commerc/al  National  Bank  in  Shr  eve  port  v.  Parsons,  144  F.2d  231 
i  (CCA.  5,  1944),  rehearing  denied,  145  F.2d  191  (1944),  cert.  den.  323 
U.S.  796,  65  S.Ct.  440  (1945).   Opinions  of  the  trial  court  are  reported  at 
28  F.  Supp.  927,  44  F.  Supp.  5,  64  F.  Supp.  888,  and  72  F.  Supp.  961. 
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pledgee  or  trustee,  should  use  the  fruits  of  the  pledge  only 
for  the  benefit  of  the  pledgor  or  cestui  que  trust  unless  the 
contract  or  pledge  otherwise  provides.  Hence  it  follows  that 
such  increments,  fruits,  or  profits  as  derived  from  Class'  C 
real  estate  savings  made  in  the  capital  stock  taxes  of  the  New 
Bank  should  have  been  credited  to  the  Class  C  Assets  Ac- 
count." (176  F.2d  1008) 

This  case  has  nothing  in  common  with  the  Shreveport  case.  The 
reorganization  trustees  received  no  assets  from  the  Corporation  in 
pledge  or  for  purposes  of  liquidation;  they  had  no  express  liqui- 
dating agreement  with  the  Corporation;  they  held  no  trust  estate 
with  a  duty  to  account  to  the  Corporation  for  the  proceeds  of 
the  trust. 

A  case  more  closely  in  point  is  Hopkins  v.  Detrick,  97  A.C.A. 
55,  217  P.2d  78  (1950)  in  which  a  husband  claimed  a  portion  of 
tax  refunds  payable  to  the  wife  on  the  theory,  apparently,  that  by 
joining  in  community  property  returns  he  "saved"  taxes  for  the 
wife.  The  claim  was  rejected.  See  also  Cooper  v.  Central  Alloy 
Steel  Corporation,  43  Ohio  App.  455,  183  N.E.  439,  444  (1931), 
in  which  a  stockholder's  complaint  about  a  "tax  saving"  arising 
from  a  merger  was  rejected  because  the  complainants  "were  not 
interested  or  concerned"  since  they  were  "deprived  *  *  sh  of 
not  one  penny." 

The  cases  cited  by  appellants  which  deal  with  consolidated  re- 
turns  are  either  plainly  irrelevant  (see  Woolford  Realty  Co.  v. 
Rose,  286  U.S.  319,  52  S.Ct.  568  (1932),  holding  that  losses  suf- 
fered by  a  subsidiary  in  years  prior  to  affiliation  cannot  be  de- 
ducted in  a  consolidated  return  and  Duke  Power  Co.  v.  Commis- 
sioner, 44  F.2d  543  (CCA.  4,  1930),  holding  that  a  return  filed 
by  subsidiaries  in  which  the  parent  did  not  join  was  not  accept- 
able) ,  or  they  support  the  traditional  formula  for  intragroup  set- 
tlements without  "tax  saving"  payments.  For  instance,  in  Helver- 
ing  V.  Morgan's,  Inc.,  293  U.S.  121,  55  S.Ct.  60  (1934),  the  court 
recognized  the  propriety  of  the  early  statutory  formula  appor- 
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tioning  the  consolidated  tax  in  accordance  with  net  taxable  in- 
comes of  the  group  members.   No  tax  saving  payment  was  made 
or  suggested.    In  Koppers  Co.,  8  T.C.  886  (1947),  11  T.C   894 
(1948)    the  intragroup  settlement  was  again  according  to  the 
established  formula  and  again  there  was  no  intimation  that  tax 
saving  payments  were  required — and  this  even  though  in  the  Kop- 
pers situation  there  was  no  "economic  unity"  within  the  group. 
See  Moody's   Industrial   Manual    1941,  p.   2598.   Bankers  Trust 
Co.  V.  Florida  East  Coast  Car  Ferry  Co.,  92  F.2d  450  (CCA.  5, 
11937),  is  no  different.    Certain  subsidiaries  there  agreed  that  a 
icash  refund  owing  to  them  for  overpayment  of  taxes  should  be 
applied  to  pay  the  tax  deficiency  of  another  group  member.   The 
court  recognized  that  this  use  of  the  refund  otherwise  payable 
in  cash  created  a  right  in  the  contributing  subsidiaries  to  a  com- 
pensatory payment   from   the  subsidiary  whose  taxes  had  been 
llius  paid.    Here  the  Corporation  made  no  tax  payment  to  the 
Government  (R.  1306-07)  and  it  was  entitled  to  no  refund.    All 
:axes  which  were  paid  were  paid  by  the  trustees  (R.  824,  826, 
1 306-07).  In  the  unreported  decision  In  re  Missouri  Pacific  Rail- 
Wad  Co.,  Docket  No.  6935  (E.D.  Mo.  1947)  a  subsidiary  by  join- 
ng  in  the  consolidated  returns  was  faced  with  an  actual  cash  loss 
n  increased  taxes.   The  group  paid  the  subsidiary  not  the  amount 
)y  which  the  loss  benefited  the  group  but  rather  the  amount  of 
actual  damage  to  the  subsidiary  from  the  returns.    The  Corpora- 
ion  in  this  case  had  no  actual  damage  and  on  the  theory  of  this 
lecision  it  has  no  claim. 

I  Truncale  v.  Universal  Pictures  Co.,  16  F.  Supp.  465  (S.D.  N.Y. 
[948)  merely  illustrates  the  familiar  rule  that  corporate  directors 
re  not  allowed  to  profit  at  the  expense  of  their  corporation.  The 
irectors  reduced  their  personal  taxes  by  causing  the  corporation 
3  forego  certain  tax  deductions.  This  increased  the  tax  of  the 
orporation.  The  District  Court  denied  a  motion  for  summary 
idgment  on  the  ground  that  the  corporation  might  possibly  re- 
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cover  the  full  amount  of  the  profit  to  the  directors  since  "Directors 
and  other  officers  of  a  private  corporation  cannot  either  directly 
or  indirectly  *  *  *  j^  any  *  *  *  transaction  in  which  they  are 
under  a  duty  to  guard  the  interests  of  the  corporation  make  any 
profit  for  themselves  or  acquire  any  other  personal  benefit  or 
advantage,  *  *  *"  (76  F.  Supp.  at  468).  Edwards  v.  Lee's  Admin- 
istrator, 96  S.W.2d  1028  (Ky.  Ct.  App.  1936),  the  Kentucky 
cave  case,  involves  nothing  more  than  a  distribution  of  profits 
w^here  the  defendants  "were  guilty  of  repeated  trespasses  upon" 
plaintiff's  cave  property.  "The  proof  likewise  clearly  indicates 
that  the  trespasses  were  wilful  and  not  innocent."  (96  S.W.2d  at 
1030). 

Chelrob,  Inc.  v.  Barrett,  57  N.E.2d  825  (N.Y.  1944)  says 
only  this:  that  the  courts,  otherwise  reluctant  to  review  business 
transactions,  will,  when  significant  duality  appears,  make  certain 
that  the  transactions  were  fair.  The  fairness  referred  to  is  the 
fairness  which  the  law  requires :  a  recognition  of  the  rights  of  the 
parties.  In  most  cases  the  extent  of  those  rights  requires  no  dis- 
cussion. On  a  sale  of  property,  for  example,  no  one  denies  that 
the  seller  is  entitled  to  a  fair  price.  The  problem,  as  in  the  Chel- 
rob case,  is  only  to  determine  whether  the  price  was  fair. 

The  decisions  cited  by  appellants  in  no  way  support  their  claims. 

1 

6.     APPELLANTS  HAVE  NO  SPECIAL  CLAIM  TO  THE  1942  "TAX  SAVING."" 

Appellants  apparently  believe  that  the  Corporation  has  a  better 
claim  to  the  1942  "tax  saving"  than  to  the  "tax  saving"  for 
1943  and  1944.  They  rely  upon  a  pre-trial  stipulation  and  order. 
The  settlement  of  tax  liability  proposed  to  the  Government  pro- 
vided in  form  that  the  returns  for  1942,  1943  and  1944  were  to 
be  approved  as  filed  and  that  the  claim  for  refund  of  1942  taxes 
was  to  be  rejected  (Ex.  P.  7,  R.  1658).  Interveners  applied  to  the 
court  below  for  an  order  restraining  the  consummation  of  the 
settlement  on  the  theory  that  the  rejection  of  the  1942  refund 
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claim  might  be  prejudicial  to  the  position  of  the  Corporation  in 
,  this  litigation   (R.  346) .  The  parties  entered  into  a  stipulation 
,  (Ex.  P.  7,  R.  1658)  designed  to  recognize  that  the  payment  of  the 
I  1942  tax  in  the  amount  of  $4,201,821.54  was  in  substance  a  settle- 
ment of  tax  liability  not  for  1942  alone  but  for  1942,  1943  and  the 
first  four  months  of  1944.   The  stipulation  also  provided  that  for 
purposes  of  the  litigation  the  1942  refund  claim,  diminished  in 
(proportion  to  the  diminution  of  the  entire  tax  saving,  should  be 
'deemed  to  have  been  allowed  and  "paid  to  the  plaintiff  as  the 
!  agent  for  the  affiliated  group  designated  in  Regulations  104  and 
jllO,  and  by  the  plaintiff  paid  into  court"   (R.  1659).  The  pre- 
trial order  confirmed  the  stipulation  (R.  163). 

Appellants  argue  that  the  court  below  concluded  that  it  should 
leave  the  parties  where  it  found  them  and  that  the  Corporation 
is  therefore  entitled  to  the  assumed  avails  of  the  reduced  refund 
(daim.  This  contention  was  urged  upon  the  District  Court  in  a 
■  motion  to  amend  the  findings  and  rejected. 

"Mr.  Levy:  Your  Honor,  as  I  read  your  opinion,  has  de- 
I         cided  not  that  we  are  not  entitled  to  it,  not  that  the  defend- 
ant is  not  entitled  to  it,  but  rather  that  the  United  States  gov- 
ernment is  entitled  to  it,  and  as  between  these  two  litigants 
you  are  going  to  leave  them  where  you  find  them. 

"The  Court:  That  is  not  true.  I  think  I  also  placed  the 
decision  on  the  ground  that  I  couldn't  see  any  reason  why 
the  plaintiff  would  be  entitled  to  it  anyhow."  (R.  429) 

The  court,  noting  that  "the  plaintiff  is  only  a  stakeholder  and 
|he  doesn't  get  any  greater  rights  because  he  is  made  a  stake- 
liolder"  (R.  432),  made  it  clear  that  the  effect  of  the  pre-trial 
prder  was  to  protect  the  position  of  the  Corporation  in  relation  to 
_:he  reduced  refund  claim  only  if  it  should  be  found  "entitled 
:o  it"  (R.  428,  429)  and  denied  the  motion  (R.  453). 

The  ruling  was  correct.  The  1942  taxes  were  paid  not  by  the 
lorporation   but   by   the   reorganization   trustees    (R.   824,   826, 
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1306-07).  The  stipulation  and  pre-trial  order  gave  to  the  Corpo- 
ration no  better  claim  to  the  refund  than  to  the  remainder  of  the 
"tax  savings"  of  the  trustees.  When  the  District  Court  determined 
that  the  Corporation  was  without  a  valid  claim  to  any  of  the  "tax 
savings,"  the  case  was  disposed  of  in  its  entirety. 

C.     Appellants  Have  No  Claim  Based  on  the  Revenue  Acts.  ' 

The  argument  that  Congress  in  enacting  the  revenue  acts  had 
some  purpose  to  benefit  parent  companies  in  holding  company 
systems  is  without  foundation.  There  are  a  number  of  reasons. 

First.  The  revenue  acts  create  no  private  rights.  They  collect 
revenue  to  pay  the  expense  of  government.  Meriwether  v.  Garrett, 
102  U.S.  472,  513  (1880).  Indeed,  if  a  tax  law  requires  the  pay- 
ment of  money  from  one  private  person  to  another,  it  becomes 
unconstitutional.  United  States  v.  Butler,  297  U.S.  1,  61,  56  S.Ct. 
312,  317  (1936).  Appellants  argue  for  a  construction  of  the  reve- 
nue acts  which  would  make  them  invalid. 

Second.  There  is  nothing  either  in  the  material  quoted  by  ap- 
pellants or  elsewhere  in  the  extensive  history  of  consolidated  re- 
turns''*^ to  indicate  that  Congress  intended  to  confer  a  special 
benefit  on  holding  companies.  The  true  purposes  of  consolidated 
returns  are  well  understood.  They  are,  first,  to  facilitate  the  ad- 
ministration of  the  tax  laws  by  relieving  the  Treasury  of  the 
burden  of  reallocating  income  and  deductions  on  transactions 
between  affiliated  companies^^  and,  second,  to  do  tax  justice  ht- 


50 A  tabulation  of  this  material  appears  in  Appendix  B,  p.  23. 

5iThe  House  Ways  and  Means  Committee  reported  as  follows  on  the 
Revenue  Act  of  1934: 

"Your  committee  considered  at  length  the  question  of  abolishing 
the  consolidated  return.  Our  subcommittee  originally  recommended 
this  action.  The  Treasury  believed  this  policy  undesirable.  The  Treas- 
ury pointed  out  that  the  one  way  to  secure  a  correct  statement  of  in- 
come from  affiliated  corporations  is  to  require  a  consolidated  return, 
with  all  intercompany  transactions  eliminated.   Otherwise,  profits  and 
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tween  businesses  organized  as  subsidiaries  on  one  hand  and  busi- 
nesses organized  by  departments  on  the  other.^-  In  a  business  or- 
ganized by  departments  the  losses  of  one  department  offset  the 
income  of  another.  If  the  same  business  were  organized  by  sub- 
sidiaries this  offsetting,  without  consolidated  returns,  would  not 
take  place.  Consolidated  returns  collect  an  equal  tax  from  both 
enterprises.  There  is  nothing  here  to  suggest  that  Congress  has 
any  particular  regard  for  holding  companies. 

Third.  The  Corporation  cannot  recover  in  this  Court  by  spec- 
ulating on  an  intent  of  Congress  as  deduced  from  casual  language 
in  committee  reports  relating  to  revenue  acts.  Congressional  in- 
tent becomes  significant  in  court  only  when  Congress  has  passed 
a  statute.  If  Congress  had  intended  that  holding  companies  as 
such  should  have  the  benefit  of  consolidated  returns  Congress 
would  have  enacted  a  bill  which  said  so — providing,  of  course, 
that  somewhere  in  the  Constitution  power  could  be  found  to  sup- 
port such  legislation. 

losses  may  be  shifted  from  one  wholly  owned  subsidiary  to  another, 
and  their  separate  statements  of  income  do  not  present  an  accurate 
j  picture  of  the  earnings  of  the  group  as  a  whole.    *  *  *   The  admin- 

I  istration  of  the  income  tax  law  is  simpler  with  the  consolidated  return 

since  it  conforms  to  ordinary  business  practice;  enables  the  Treasury 
to  deal  with  a  single  taxpayer  instead  of  many  subsidiaries;  and  elimi- 
nates the  necessity  of  examining  the  bona  fides  of  thousands  of  inter- 
company transactions."    H.  Rep.  No.  704,  73d  Cong.,  2  Sess,  p.  16. 

See,  also,  S.  Rep.  No.  960,  70th  Cong.,  1st  Sess,  pp.  1,  13,  29;  Hearings 
of  House  Ways  and  Means  Committee  on  Revenue  Revision,  1934,  pp.  86, 
1  99 ;  Report  of  the  Joint  Committee  on  Internal  Revenue  Taxation  on  the 
Revenue  Act  of  1926,  p.  63. 

1      32See  Memorandum  the  Finance  Committee  of  the  Senate  on  the  1918 

JAct: 

"Where  a  corporation  does  business  through  subsidiary  corpora- 
tions, such  subsidiaries  represent  in  effect  merely  different  depart- 
ments of  one  business.  It  is  just  as  illogical  to  tax  these  subsidiaries 
separately  as  it  would  be  to  levy  a  separate  tax  upon  the  profits  earned 
by  different  departments  of  a  single  corporation."  (p.  9) 

I  See,  also,  Report  of  Senate  Finance  Committee  on  the  Revenue  Bill  of  1928 
as  quoted  in  the  Hearings  before  the  Senate  Finance  Committee  on  the 
Revenue  Act  of  1932,  p.  24;  Senate  Report  No.  665,  72d  Cong.,  1st  Sess., 
P-9. 
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Fourth.  Appellants*  argument  is  founded  upon  a  singularly 
unsophisticated  view  of  holding  company  systems.  Appellants 
would  have  the  Court  believe  that  the  holding  company  systems 
which  file  consolidated  returns  are  single  ownerships.  Nothing 
could  be  further  from  the  truth.  Consolidated  returns  can  be 
filed  if  and  whenever  95  percent  of  the  voting  stock  is  within 
the  system  (I.R.C.  Sec.  141(d)).  This  says  nothing  about  non- 
voting common,  preferred  stocks  and  senior  securities  such  as 
notes  and  bonds.  Those  securities  are  normally  in  the  hands  of 
the  public.  No  one  knows  this  better  than  Congress  and  it  is 
hardly  likely  that  Congress  which  has  in  general  been  hostile  to 
holding  companies  would  intend  by  consolidated  returns  to  con- 
fer an  advantage  on  those  holding  companies  at  the  expense  of 
their  subsidiaries,  the  operating  companies  owned  in  truth  bv  the 
public. 

Fifth.  Appellants*  argument  that  the  consolidated  return 
system  is  intended  to  benefit  holding  companies  is  directly  in 
contradiction  to  the  conclusion  of  a  more  studious  and  unbiased 
witness.  The  Federal  Trade  Commission  for  several  years  con- 
ducted an  elaborate  investigation  of  utility  holding  company  sys- 
tems, out  of  which  came  the  Public  Utility  Holding  Company 
Act  of  1935.  One  aspect  of  utility  operation  which  the  Commis- 
sion reviewed  in  detail  was  the  use  of  consolidated  returns.  The 
Commission  concluded  that  the  purpose  of  those  returns  was  to 
benefit  not  the  holding  companies  but  their  subsidiaries.  The 
Commission  said:^^ 

"The  subsidiary  companies  in  a  holding  company  group 
are  entitled  to  the  benefit  of  any  savings  to  the  group  due 
to  filing  a  consolidated  income  tax  return." 


I 


3  3  Summary  Report  of  the  Federal  Trade  Commission  to  the  Senate  of 
the  United  States  pursuant  to  Senate  Resolution  No.  83,  70th  Cong.,  1st 
Sess.,  on  Economic,  Financial  and  Corporate  Phases  of  Holding  and  Oper- 
ating Companies  of  Electric  and  Gas  Utilities,  Part  72-A  Sen.  Doc.  No.  92, 
70th  Cong.,  1st  Sess.,  p.  478.  This  report  is  quoted  at  greater  length 
in  Appendix  B,  p.  2. 
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Appellees  commend  to  the  Court  this  conclusion  of  the  Federal 
Trade  Commission. 

Sixth.  Congress,  in  so  far  as  it  has  indicated  an  intention  as  to 
who  should  receive  the  benefit  of  "tax  savings"  from  consolidated 
returns,  has  indicated  that  those  savings  should  go  to  the  operat- 
ing companies  of  the  group.  In  considering  the  bill  which  even- 
tually became  the  Public  Utility  Holding  Company  Act  of  1935, 
the  Congressional  committee  was  sharply  critical  of  the  practice 
which  appellants  now  advocate,  that  is,  a  practice  whereby  the 
parent  company  takes  to  itself  the  benefit  of  group  "tax  savings." 
For  example,   Senator  Wheeler,   chairman  of  the  Senate  Com- 

1  mittee  on  Interstate  Commerce,  in  speaking  of  this  practice  said 
of  the  holding  companies:  "So  that,  as  a  matter  of  fact,  they  took 

i  that  $9,000,000,  which  should  have  gone  either  to  the  Govern- 
ment, or,  if  it  was  not  necessary  to  pay  it  to  the  Government,  then 
it  should  have  gone  back  to  the  operating  company."^^  (Emphasis 
supplied.)    References  to  similar  comments  on  appellants'  posi- 

i  tion  are  noted  in  the  margin.^"'  Thus  to  the  extent  that  Congress 
has  indicated  a  preference  as  to  who  should  receive  the  benefits  of 

r'tax  savings"  from  consolidated  returns  it  has  taken  a  position 

[precisely  contrary  to  that  for  which  appellants  argue. 

One  final  point  should  be  made  as  to  the  law  arguments  which 
appellants  advance.  Those  arguments  are  founded  on  doctrines 
of  unjust  enrichment  and  duality  which  have  been  in  the  law  for 
many  years.  Never,  however,  have  these  arguments,  or  an  assumed 
purpose  of  Congress  in  connection  with  consolidated  returns,  led 
to  the  conclusion  which  appellants  argue.   On  the  contrary,  every 

'tribunal,  every  informed  person  who  has  considered  the  problem, 

jhas  reached  the  opposite  conclusion. 


^■*Hearings  before  the  Senate  Committee  on  Interstate  Commerce,  74th 
Cong.,  1st  Sess.,  on  S.  1725,  p.  255. 

^'Hearings  before  the  Committee  on  Interstate  and  Foreign  Commerce, 
House  of  Representatives,  74th  Cong.,  1st  Sess.  on  H.R.  5423,  pp.  153, 
849,  992,  1061,  1522;  Hearings  before  the  Committee  on  Interstate  Com- 
merce, United  States  Senate,  74th  Cong.,  1st  Sess.  on  S.  1725,  pp.  83,  122, 
255,  557. 
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II.  THE  DECISION  BELOW  IS  IN  ACCORDANCE  WITH  ALL 
THE  PRECEDENTS.  WITH  GENERAL  BUSINESS  PRACTICE 
AND  WITH  THE  SPECIAL  EQUITIES  OF  THIS  CASE. 

The  decision  of  the  District  Court  refusing  to  recognize  ap- 
pellants' claim  for  a  "tax  saving"  payment  is  supported  by  all 
the  precedents,  by  general  business  practice  and  by  the  special 
equities  of  this  case. 

A.  The  Decision  Below  Is  in  Accordance  with  General  Business 
Practice. 

Since  1918  it  has  been  regular  practice  for  the  business  com- 
munity to  file  consolidated  tax  returns.  From  1928  to  1944,  for 
example,  54,685  such  returns,  involving  more  than  176,000  com- 
panies, were  placed  on  file.^*^  In  each  of  these  50,000  cases  the 
problem  of  adjusting  intra-group  rights  and  liabilities  was  neces- 
sarily presented.  The  formula  which  has  always  been  used  is 
the  formula  which  the  Western  Pacific  group  has  always  fol- 
lowed and  which  appellants  seek  to  repudiate:  an  allocation  of 
the  tax  as  calculated  in  the  consolidated  return  to  the  group  mem- 
bers in  proportion  to  their  respective  taxable  incomes  and  with 
no  "tax  saving"  payment. 

The  Securities  and  Exchange  Commission  has  noted  the  exist- 
ence of  the  settled  business  practice: 

"We  note  the  customary  solution  of  a  somewhat  similar 
problem  that  arises  when  a  group  of  companies  files  a  con- 
solidated tax  return.  In  assigning  to  each  constituent  its 
fair  share  of  the  consolidated  tax  paid  by  the  group  it  is 
usual  to  divide  the  actual  tax  among  the  companies  who 
would  have  had  to  pay  a  tax  on  an  individual  basis.  If  one 
of  the  included  companies  operated  at  a  loss,  the  consoli- 


36See  for  1928-1941,  Statistics  of  Income  for  1941,  Part  2,  p.  293;  for 
1942,  Treasury  Press  Release  No.  44-54,  December  31,  1944,  p.  16,  and 
No.  V-229,  February  25,  1946,  p.  6;  for  1943,  Treasury  Press  Release  No. 
V-229,  February  25,  1946,  pp.  6  and  10;  for  1944,  Statistics  of  Income  for 
1944,  Part  2,  Preliminary,  pp.  10-11. 
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dated  tax  is  of  course  reduced,  but  no  part  of  the  'saving' 
is  ordinarily  paid  over  to  the  loss  company  by  the  other 
members  of  the  group." 

(Release  No.  53,  Accounting  Series,  November  16,  1945, 
3  C.C.H.  Fed.  Sec.  Law  Serv.  2d  ed.,  Par.  72,  071) 

Appellees  offered  at  the  trial  to  support  this  statement  by  detailed 
proof  of  the  business  practice  as  revealed  by  a  special  survey  of 
the  railroads,  the  utility  systems  and  representative  industrial 
companies.  The  proof,  excluded  as  irrelevant  (R.  1383),  would 
have  demonstrated  that  business  systematically  does  what  ap- 
pellees say  should  be  done  and  what  was  done  in  this  case  (R. 
1387-93). 

B.     The  Decision  Below  Is  in  Accordance  with  All  the  Precedents. 

The  precedents  on  the  proper  settlement  of  intragroup  liabili- 
ties in   connection  with   consolidated  returns  come  from  those 
tribunals  and  departments  of  government  which  are  most  inti- 
;  mately  concerned  with  holding  company  systems:  the  Securities 
i  and  Exchange  Commission,  the  Treasury  Department,  the  Federal 
I  Trade  Commission   and   the   Interstate  Commerce  Commission. 
;  Without  exception  the  practice  which  has  been  recommended  is 
the  practice  which  was  followed  in  this  case.  There  is  no  con- 
itrary  view. 

'  First.  The  Securities  and  Exchange  Commission  has  ruled 
I  that  the  proper  practice  is  to  allocate  pro  rata  the  consolidated 
[tax  without  "tax  saving"  payments.  Rule  U-45 (b)(6),  adopted 
for  the  regulation  of  public  utility  systems,  forbids  intragroup 
:  extensions  of  credit  without  S.E.C.  approval  except  in  certain 
leases,  one  of  which  is: 

"(6)  A  loan  or  extension  of  credit  or  an  agreement  ol 
indemnity  arising  out  of  a  consolidated  tax  return  filed  by 
a  holding  company  (or  other  parent  company)  and  its  sub- 
sidiaries: Provided,  That  the  top  company  in  the  group  as- 
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sumes  primary  responsibility  for  the  payment  of  any  tax 
liability  involved,  subject  to  the  right  to  contribution  from 
the  several  members  of  the  group  in  an  amount  not  exceed- 
ing as  to  any  company  that  percentage  of  the  sum  of  the 
normal  tax,  surtax  and  excess  profits  tax  on  a  consolidated 
basis  which  the  sum  of  the  normal  tax,  surtax  and  an  excess 
profits  tax  of  such  company  if  paid  on  a  separate  return  basis 
is  of  the  aggregate  amount  of  normal,  surtax  and  excess 
profits  taxes  of  the  individual  companies  based  upon  separate 
returns.  *  *  *"^^  (Emphasis  supplied.) 

Appellants  cite  and  rely  upon  three  instances  in  which  the 
Commission  is  said  to  have  permitted  deviations  from  this  for- 
mula. In  Release  No.  4444,  dated  July  28,  1943,  "In  the  Matter 
of  Consolidated  Electric  Gas  Company,  The  Islands  Gas  &  Elec- 
tric Company,"  Islands,  a  subsidiary  in  the  Consolidated  group, 
had  large  war  losses  in  Manila,  which  were  available  as  tax  de- 
ductions for  the  group.  If,  however.  Islands  reacquired  its  prop- 
erties it  would  be  required  to  pay  the  tax  which  the  deductions 
had  eliminated  (I.R.C.  Sec.  127(c)).  The  group  members  pro- 
posed a  special  arrangement  to  protect  Islands  against  this  tax 
if  it  were  later  assessed.  The  Commission  agreed.  The  purpose 
of  the  arrangement  was  to  make  certain  that  Islands  did  not  pay 
more  tax  by  joining  in  the  consolidated  return  than  it  would  have 
paid  on  a  separate  return  basis.  This  principle  is  of  no  value  to 
appellants.  The  Corporation  paid  no  tax  under  the  consolidated 
returns  (R.  824,  826,  1306-07). 

This  same  purpose  to  protect  a  subsidiary  from  an  actual  loss 
through  paying  extra  taxes  on  account  of  a  consolidated  return 
underlies  the  ruling  of  the  Commission  in  Release  No.  5535, 
dated  January  3,  1945,  "In  the  Matter  of  Cities  Service  Company." 
There   a   subsidiary   was   amortizing  the  cost  of  a  plant  at  a 


I 


37For  a  detailed  discussion  as  to  the  effect  of  the  Rule  by  the  semi-official 
National  Association  of  Railroad  and  Utility  Commissioners  see  Appendix 
B,  p.  14. 
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special  war-time  rate  whicli  would  result  in  complete  amortiza- 
tion in  five  years.  This  provided  the  subsidiary  with  large  de- 
ductions from  taxable  income  which  were  useful  to  the  group 
in  consolidated  returns.  It  also  meant  that  after  the  five  year 
period  the  subsidiary  would  have  no  amortization  deduction.  The 
group  members  accordingly  agreed  to  compensate  the  subsidiary 
for  the  disadvantage  to  it  arising  from  the  tax  procedures  adopted. 
The  basis  for  decision  in  Release  No.  4806,  dated  January 
3,  1944  "In  the  Matter  of  Consolidated  Electric  &  Gas  Company" 
is  stated  by  the  Commission  as  follows: 

"Inasmuch  as  Consolidated  owns  100%  of  the  common 
stock  equity  of  each  of  its  subsidiaries  affected  by  the  pro- 
posal, and  there  do  not  appear  to  be  impairments  in  the 
earned  surplus  accounts  of  such  subsidiaries,  it  is,  apart 
from  the  accounting  consequences  of  the  transaction,  im- 
material whether  the  proposed  payments  are  made  in  the 
manner  proposed  or  the  books  of  the  subsidiaries  are  per- 
mitted to  reflect  the  taxes  as  reduced  by  the  subject  savings 
and  corresponding  amounts  paid  to  Consolidated  by  way 
of  dividends." 

Since  the  parent  who  received  the  payment  was  entitled  to  the 
money  in  any  event,  the  Commission  saw  this  case  only  as  an 
accounting  problem  and  agreed  to  the  proposed  arrangement  for 
that  reason.^* 

These  releases,  it  will  be  noted,  are  not  in  any  way  concerned 
with  the  rights  of  group  members.  The  Commission  did  not  inti- 
mate that  the  group  member  receiving  the  proposed  payment 
had  a  right  to  compel  it.  Appellants,  per  contra,  seek  a  ruling 
compelling  payment.  No  such  question  was  before  the  Commis- 
sion in  the  cited  cases.  Indeed,  if  the  law  required  "tax  saving" 
payments.  Rule  U-45 (b)(6),  which  in  effect  forbids  such  pay- 
ments, would  be  invalid. 


J^Subsequent  to  the  releases  upon  which  appellants  rely  the  Commission 
gave  further  attention  to  "tax  savings,"  criticizing  appellants'  position  from 
the  point  of  view  of  sound  accounting.  See  Appendix  B,  p.  7. 
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Second.  The  rulings  of  the  Treasury  Department  assume  and 
provide  for  a  pro  rata  allocation  of  the  consolidated  tax  without 
tax  saving  payments.  The  allocation  formula  adopted  By  the 
Western  Pacific  group  appeared  in  the  Revenue  Acts  of  1921, 
1924  and  1926.^^  In  1928  Congress  made  all  members  of  an 
affiliated  group  (except  for  a  few  special  occasions)  responsible 
for  the  full  amount  of  the  tax"^*^  and  no  allocation  formula  has 
since  appeared  in  the  statute.  For  special  occasions,  however,  such 
as  allocating  consolidated  excess  profits  tax  to  provide  deductions 
from  normal  tax  net  income,  the  Treasury  has  designated  the 
customary  formula"*^  and  the  Bureau  of  Internal  Revenue  has 
ruled  that  it  is  to  be  used  to  determine  earnings  and  profits  avail- 
able for  dividends.*^ 


39Section  240(b)  of  the  Revenue  Act  of  1921  provided: 

"(b)  In  any  case  in  which  a  tax  is  assessed  upon  the  basis  of  a  con- 
solidated return,  the  total  tax  shall  be  computed  in  the  first  instance 
as  a  unit  and  shall  then  be  assessed  upon  the  respective  affiliated  cor- 
porations in  such  proportions  as  may  be  agreed  upon  among  them, 
or,  in  the  absence  of  any  such  agreement,  then  on  the  basis  of  the  net 
income  properly  assignable  to  each."  ■■ 

An  identical  provision  appeared  in  the  Revenue  Acts  of  1924  and  1926.     ' 

40See  Art.  15(a)  in  Treas.  Regs.  75   (1928),  78  (1932),  89  (1934), 
97  (1936),  102   (1938),  and  Treas.  Reg.  104,  Sec.  23.15(a)    (1942). 

4iSee  T.D.  5086,  Amendments  to  Regulations  103  [1941-2  Cum.  Bull. 
46-7}.  The  text  is  in  Appendix  B,  p.  23. 

42I.T.  3637,  1944  Cum.  Bull.  258,  and  I.T.  3692,  1944  Cum.  Bull.  261. 
The  texts  are  in  Appendix  B,  pp.  17  and  21.  The  consolidated  return  • 
regulations  (Treas.  Regs.  104  and  110)  assume  that  the  tax  allocation  will 
be  in  accordance  with  the  accepted  formula.  There  are  no  specific  provisions 
since  before  now  it  has  never  been  suggested  that  consolidated  returns  re-  ~ 
quired  any  "tax  saving"  payment.  The  regulations  contain,  however,  pro- 
visions which  are  plainly  inconsistent  with  appellants'  proposal.  They  re- 
quire, for  example  (Treas.  Reg.  104,  Sec.  23.34(c) ) ,  that  whenever  income 
of  a  parent  company  is  offset  in  a  consolidated  return  by  the  loss  of  a  sub- 
sidiary (which  could  not  have  been  availed  of  by  the  subsidiary  in  a  sepa- 
rate return),  the  tax  basis  upon  which  the  parent  holds  the  stock  of  the 
subsidiary  must  be  reduced  in  an  amount  equal  to  the  loss.  Then  upon 
liquidation  or  sale  of  the  stock  of  the  subsidiary  the  amount  of  gain  on 
which  the  parent  must  pay  tax  is  increased.  This  rule  was  first  developed 
in  the  decisions.  See  Jordabl  &  Co.,  35  B.TA.  1136,  1139  (1937).  Plainly 
neither  the  courts  in  adopting  this  rule  nor  the  Commissioner  in  formalizing   . 
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Third.     The   Federal   Trade   Commission   has   approved    the 

formula  which   appellees  defend  and  condemned  the  formula 

I  which  appellants  propose.    The  Corporation,  as  parent,  proposes 

that  it  should  receive  from  the  group  members  a  "tax  saving" 

payment  equal  to  the  tax  which  each  group  member  would  have 

paid  had  it  filed  a  separate  return.    This  practice,  as  adopted  in 

the  1920's  by  a  few  of  the  more  notorious  utility  systems,  was 

one  reason  why  the  Securities  and  Exchange  Commission  was 

created.    The  Federal  Trade  Commission  conducted  an  extensive 

investigation  of  the  utilities  prior  to  the  enactment  of  the  Public 

I  Utility  Holding  Company  Act  and  condemned  the  practice  which 

appellants  ask  this  Court  to  establish  as  law: 

"Holding  companies  are  not  justified  in  recording  as  in- 
come the  savings  from  this  procedure  of  handling  Federal 
income-tax  payments.  The  subsidiary  companies  in  a  hold- 
7  ing-company  group  are  entitled  to  the  benefit  of  any  savings 
to  the  group  due  to  filing  a  consolidated  income-tax  return. 
Only  the  amount  of  Federal  income  tax  paid  by  a  holding 
company  on  the  basis  of  a  consolidated  return  should  be 
borne,  in  proportion  to  the  taxable  income,  by  those  com- 
I  panies  having  taxable  income,  for  which  companies  a  con- 

solidated return  was  filed.  Stated  differently,  each  company 
in  a  holding-company  group  should  pay  only  its  pro-rata 
share  of  the  tax  paid  for  the  group."  (Emphasis  supplied.)"*^ 

I  , 

Appellants  are  asking  the  Court  to  adopt  a  practice  which  Con- 
gress intended  that  the  Securities  and  Exchange  Commission 
should  eliminate  in  the  utility  field  and  which  has  been  eliminated. 

'it  in  the  regulations  intended  that  the  one  group  member  should  pay  an- 
other for  the  tax  benefit  of  its  loss.  This  would  require  a  double  payment 
for  the  tax  beneiit:  once  to  the  loss  company  and  once  to  the  Government 
in  increased  taxes  through  reduction  in  the  tax  basis  of  the  stock. 

''^Summary  Report  of  the  Federal  Trade  Commission  to  the  Senate  of 
the  United  States  pursuant  to  Senate  Resolution  No.  83,  70th  Cong.,  1st 
Sess.,  on  Economic,  Financial  and  Corporate  Phases  of  Holding  and  Oper- 
ating Companies  of  Electric  and  Gas  Utilities,  Part  72-A  Sen.  Doc.  No.  92, 
70th  Cong.,  1st  Sess.,  p.  478.  This  report  is  quoted  at  greater  length  in 
Appendix  B  at  p.  2. 
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Fourth.  The  Interstate  Commerce  Commission  has  refused  to 
recognize  "tax  saving"  claims.  There  is  no  formal  ruling  by  the 
Interstate  Commerce  Commission  on  the  proper  allocation  of 
taxes  under  consolidated  returns,  perhaps  because,  as  appellees 
offered  to  prove  (R.  1387-93),  the  railroads  universally  employ 
the  traditional  formula.  The  Commission  has  had  occasion,  how- 
ever, to  consider  and  reject  "tax  saving"  claims.  One  case  in- 
volved the  segregation  of  earnings  between  a  reorganization 
debtor  and  its  leased  lines  ;^  another  involved  the  computation 
of  benefits  awarded  to  bondholders  on  an  issue  of  new  securities.*^ 

These  are  the  rulings  now  available  on  the  specific  question 
before  the  Court.  They  reach  a  single  and  unanimous  conclusion: 
that  consolidated  returns  do  not  create  claims  for  "tax  saving" 
payments. 

C.     The  Decision  Below  Is  in  Accordance  with  the  Special  Equities 
of  This  Case. 

Appellants  seek  to  escape  the  accumulated  force  of  the  past 
practice  of  the  Western  Pacific  group,  the  general  business  practice 
and  all  the  precedents  by  arguing  that  there  are  special  circum- 
stances in  this  case  which  require  a  departure  from  established 
procedures.  The  argument  is  unsound.  The  special  circumstances 
of  the  case  provide  no  reason  for  abandoning  the  past  practice — 
on  the  contrary,  they  provide  special  and  additional  reasons  for 
following  that  practice. 

1.      THE   CIRCUMSTANCES  OF  THE   CASE  REQUIRE  THAT  THERE  SHOULD 
BE  NO  "TAX  SAVING"  PAYMENT  TO  THE  CORPORATION. 

The  situation  of  the  Western  Pacific  during  1942  and  there- 
after provided   a  number  of  special  reasons  for  following  the 


-^^Central  of  Georgia  Railway  Co.  Reorganization,  252  I.C.C.  587,  600 
(1942). 

455'/.  Louis-San  Francisco  Railway  Co.  Reorganization,  257  I.C.C.  399, 
410   (1944). 
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accepted  formula  in  allocating  group  liabilities  in  connection  with 
consolidated  returns. 
I      First.     The  group  at  the  direction  of  the  Corporation  had  fol- 
lowed the  established  formula  for  twenty  years  (R.  1262,  Ex.  D. 
,  40) .  Over  the  years  that  formula  had  produced  a  total  tax  saving 
to  the  Corporation  of  $593,976.33  (Ex.  D.  46,  R.  2040)  for  which 
the  Corporation  had  made  no  tax  saving  payments  to  the  group 
members  (R.  1262,  Ex.  D.  40).  With  the  termination  of  affiha- 
I  tions  in  sight  and  an  opportunity  now  available  whereby  the  other 
!  group  members  could  benefit  from  the  accepted  formula,  it  would 
:  have  been  grossly  unfair  to  have  abandoned  that  formula  simply 
I  because  some  other  procedure  now  became  more  advantageous 
>  to  the  Corporation. 

Second.  The  creditors  of  the  old  company  were  unpaid  and 
the  company  was  in  reorganization.  Those  creditors  holding  first 
'mortgage  and  income  bonds  (/;;  re  Western  Pac.  R.  Co.,  34  F. 
Supp.  493,  497)  were,  on  any  analysis,  entitled  to  a  preferred 
position  over  the  Corporation  which  held  only  unsecured  claims 
and  the  stock  interest  (34  F.  Supp.  493,  497).  A  settlement 
jof  the  intragroup  liabiHties  in  accordance  with  the  past  prac- 
Itice  gave  the  benefit  of  the  "tax  savings"  to  those  unpaid  credi- 
tors. A  "tax  saving"  payment,  per  contra,  would  have  preferred 
the  stock  and  unsecured  interest  over  the  bondholders  with  their 
secured  position.  It  would  have  been  a  flagrant  violation  of  the 
duties  of  a  holding  company  to  the  creditors  of  its  system. 

Third.  The  "tax  saving"  was  a  saving  to  the  reorganization 
trustees.  Those  trustees  held  the  railroad  properties  and  the  in- 
icome  produced  from  them  for  the  benefit  of  the  creditors  of  the 
bankruptcy  estate  according  to  normal  ranking — the  secured  credi- 
tors first  and  the  stock  interest  last.  The  application  of  the  estab-  - 
lished  formula  with  no  "tax  saving"  payment  to  the  Corporation 
left  undisturbed  the  normal  ranking;  a  "tax  saving"  payment 
would  have  reversed  that  ranking. 
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Fourth.  The  Corporation  had  only  a  remote  possibihty,  even 
if  affiliation  had  continued,  of  receiving  any  benefit  from  the  "tax 
saving."  Creditors  had  a  prior  position  which  had  to  be  recog- 
nized. A  "tax  saving"  payment  to  the  Corporation  would  have 
converted  that  remote  possibility  into  actual  cash  in  hand,  a  pro- 
cedure radically  unfair  to  those  with  a  senior  position. 

Thus  it  is  clear  that  the  special  circumstances  of  the  case  pro- 
vided no  reasons  for  a  departure  from  the  established  practice  but, 
instead,  special  reasons  for  following  it. 

2.      THE    ALLEGED    SEVERANCE    OF    "ECONOMIC    UNITY"    AFFORDS    NO 
REASON  FOR  A  SPECIAL  CONCLUSION. 

Appellants  argue  that  the  Supreme  Court  decision  of  March 
15,  1943  (318  U.S.  448)  approving  the  reorganization  plan 
"severed  the  economic  unity"  of  the  group  and  thereby  created 
circumstances  requiring  a  special  conclusion.  This  argument  has 
no  substance. 

First.  The  Supreme  Court  decision  "severed"  nothing.  On 
that  date  the  court  approved  the  Interstate  Commerce  Commis-' 
sion's  plan  of  reorganization  which  held  worthless  the  Corpora- 
tion's interest  in  the  old  company.  It  then  became  probable  (but 
not  certain,  see  Insurance  Group  v.  D.  &  R.  G.  W.  R.  Co.,  329 
U.S.  607,  617  n.  6,  67  S.Ct.  583,  587  (1947))  that  the  reorganiza- 
tion plan  would  thereafter  be  confirmed  by  the  District  Court, 
that  mechanics  would  be  provided  for  putting  it  into  operation 
and  that  at  some  undetermined  date  in  the  future  the  old  stock 
would  be  cancelled  and  affiliation  would  cease  to  exist.  Nothing 
else  then  occurred.  The  stock  of  the  old  company  remained  in  the 
hands  of  the  Corporation.  The  affiliation  continued.  Appellants 
are  arguing  that  the  formula  used  by  the  Western  Pacific  group 
for  settling  intragroup  liabilities  for  twenty  years  should  have 
been  changed  because  termination  of  affiliation  was  in  sight.  Why? 

Second.     The  "economic  unity"  in  the  Western  Pacific  group 
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which,  according  to  appellants,  was  severed  on  March  15,  1943, 
had  never  existed.  From  the  outset  the  majority  of  the  first  mort- 
gage bonds  of  the  old  company  were  with  the  public  (34  F.  Supp. 
493,  497).  As  the  financial  condition  of  the  old  company  became 
more  critical,  the  value  of  the  stock  interest  disappeared  and  the 
company  belonged  in  truth  and  in  equity  to  its  bondholders. 
United  States  v.  Butterworth-Judson  Corp.,  269  U.S.  504,  513, 
AG  S.Ct.  179,  180  (1926)  ;  In  re  Central  Funding  Corporation,  75 
F.2d  256,  259  (CCA.  2,  1935).  There  was  no  "economic  unity." 
It  could  not,  therefore,  have  been  severed  on  March  15,  1943. 
I  Third.  "Economic  unity"  in  matters  related  to  consolidated 
Ireturns  is  a  false  factor  demonstrably  of  no  significance.  Rarely, 
if  ever,  does  "economic  unity"  exist  in  holding  company  systems. 
iOnly  in  the  exceptional  case  does  the  parent  company  completely 
own  the  subsidiaries.  More  often  the  parent,  by  ownership  of  the 
ivoting  stock,  controls  properties  which  in  reality  belong  to  the 
public  through  the  purchase  of  senior  securities.'*"  The  revenue 
acts  recognize  this  diverse  economic  interest  in  the  ordinary  hold- 
ing company  system  and  they  make  no  requirement  of  economic 
unity  as  a  condition  for  filing  consolidated  returns.  They  require 
lOnly  that  ninety-five  per  cent  of  the  voting  stock  be  held  within 


•^^'Summary  Report  of  the  Federal  Trade  Commission  on  Economic  Finan- 
cial and  Corporate  Phases  of  Holding  and  Operating  Companies  of  Electric 
and  Gas  Utilities,  Part  72- A,  Sen.  Doc.  No.  92,  70th  Cong.,  1st  Sess.  See 
if  or  example  p.  311: 

"On  the  other  hand,  the  long  term  debt  of  the  operating  companies 
consists  mostly  of  bonds  which  are  secured  by  mortgage  on  their 
physical  properties.  The  long  term  debt  together  with  preferred  stock 
usually  represent  the  capital  obtained  from  the  investing  public.  The 
common  stock  of  the  operating  companies  is  usually  the  voting  stock 
and  is  owned  by  the  holding  companies  for  control  purposes." 
>ee,  also,  Barnes,  The  Economics  of  Public  Utilities  Regulation  (1947) 
;3.  73;  Bonbright  and  Means,  The  Holding  Company  (1932)  p.  147;  2 
'Dewing,  The  Financial  Policy  of  Corporations  (4th  ed.  1941)  p.  1042. 
Dewing  reports  that  in  seven  large  holding  companies,  a  total  of  52%  of 
he  bonds,  32'^r  of  the  preferred  stock  and  16%  of  the  common  stock  was 
Jublicly  held  (p.  1051). 
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the  group  (I.R.C.  Sec.  141)."*'  Thus  in  emphasizing  economic 
unity  appellants  would  have  the  Court  accept  the  rare  situation 
as  the  ordinary  situation  and  give  significance  to  a  factor  to  which 
Congress  has  attached  no  significance.  j 

Fourth.  The  accepted  formula  for  the  settlement  of  intra- 
group  liabilities  in  connection  with  consolidated  returns  makes 
nothing  turn  on  economic  unity.  The  Securities  and  Exchange  ' 
Commission,  the  Treasury  Department,  the  Federal  Trade  Com- 
mission and  the  Interstate  Commerce  Commission  are  all  inti-  j 
mately  concerned  with  holding  company  groups.  The  officials 
of  those  tribunals  are  thoroughly  familiar  with  the  fact  that  ordi- 
narily there  is  no  economic  unity  within  the  group.  They  have 
nevertheless  ruled  that  the  intragroup  settlement  should  be  made 
without  "tax  saving"  payments.  No  exceptions  are  stated  in  terms 
of  "economic  unity." 

Fifth.  The  assumption  by  appellants  that  a  holding  company 
in  ordinary  course  receives  the  benefit  of  all  "tax  savings"  to  its 
subsidiaries  is  contrary  to  fact.  Appellants  suggest  that  every 
benefit  to  a  subsidiary  is  a  benefit  to  the  parent.  The  Supreme 
Court  has  reached  a  contrary  conclusion.  "So  various  are  the  pos-  ■ 


'^^Since  1918  the  Revenue  Acts  have  progressed  steadily  away  from  any 
theory  of  economic  unity  or  common  ownership  as  far  as  consolidated  re- 
turns are  concerned.  The  1918  statute  defined  affiliation  in  general  terms 
of  ownership  or  control  (Section  240b) .  By  progressive  steps  through  the 
Revenue  Act  of  1924  and  the  Revenue  Act  of  1928  the  theoretical  approach 
has  been  abandoned  in  favor  of  a  technical  requirement — ownership  of 
95%  of  the  voting  stock.  See  8  Mertens,  Law  of  Federal  Income  Taxation 
(1942)  Sec.  46.13,  p.  426. 

The  cases  talk  from  time  to  time  of  a  single  business  enterprise,  but 
whenever  it  is  important  they  have  recognized  that  the  test  is  what  the 
statute  requires  and  nothing  more.  See  United  States  v.  Donaldson  Realty 
Co.,  106  F.2d  509,  517  (CCA.  8,  1939)  ;  Commissioner  v.  General  Gas  & 
Electric  Corp.,  72  F.2d  364,  365  (CCA.  2,  1934)  ;  Erie  Lighting  Co.  v. 
Commissioner,  93  F.2d  883  (CCA.  1,  1937).  The  basic  theory  of  con- 
solidated returns  is  of  course  that  the  returns  serve  only  as  a  method  of  com- 
puting the  tax  owing  by  the  individual  group  members  who  are  and  remain 
the  taxpayers.  See  Helrering  v.  Morgati's,  Inc.,  293  U.S.  121,  127,  55 
S.Ct.  60,  63   (1934). 
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sible  permutations  and  combinations  of  the  economic  factors  that 
equivalence  of  surplus  or  deficit  in  the  accounts  of  the  subsidiary 
with  the  gain  or  loss  to  the  parent  would  be  mere  coincidence." 
Comfjiissioner  v.  Phipps,  336  U.S.  410,  421n,  69  S.Ct.  6l6,  622 
(1949).  The  Treasury  Department  agrees:  "Moreover,  there  is 
no  reason  for  the  assumption  that  the  entire  earnings  of  a  sub- 
sidiary would  become  dividends  to  the  parent"  (Treasury  Depart- 
ment release  of  June  9,  1948,  "Consolidated  Returns  and  Inter- 
corporate Dividends,"  p.  12).  If,  to  take  some  obvious  examples, 
bonds  are  in  default,  debenture  interest  unpaid,  preferred  stock 
in  arrears  or  general  creditors  unsatisfied,  the  benefit  of  any  tax 
reduction  on  account  of  consolidated  returns  never  reaches  the 
parent. 

In  the  final  analysis  the  Corporation's  position  in  this  case  has 
two  elements:  that  of  a  holding  company  and  that  of  a  group 
member  whose  loss  was  claimed  as  a  deduction  in  a  consolidated 
return.  The  Corporation  as  parent  has  no  right  to  take  to  itself 
;:he  "tax  savings"  realized  by  its  subsidiaries  through  the  con- 
solidated returns.  That  abuse  of  the  holding  company  position  has 
been  condemned  by  Congress  (this  brief  p.  51)  and  the  Federal 
jFrade  Commission  (this  brief  p.  50)  and  eliminated  in  the  utility 
leld  by  the  Securities  and  Exchange  Commission  (this  brief  p. 
i)3).  As  parent,  the  Corporation  can  claim  nothing.  As  a  loss 
'rompany  receiving  no  benefit  from  the  loss,  the  position  of 
ihe  Corporation  is  not  improved.  The  entry  of  a  loss  in  a 
■onsolidated  return  produces  no  right  to  compensation  in  the 
joss  company.  This  can  l^e  demonstrated  by  the  general  business 
|)ractice,  the  past  practice  of  the  Western  Pacific  group  and  all 
ihe  relevant  rulings.  Subsidiaries  normally  hold  no  stock  in  the 
•arent  company  or  in  other  group  members.  They  therefore 
leceive  no  benefit  from  "tax  savings"  to  the  group  through  their 
bsses.  Nevertheless,  the  subsidiaries  never  receive  "tax  saving" 
•ayments.  If  the  entry  of  a  loss  in  a  consolidated  return  entitles 
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the  loss  company  to  compensation  because  it  otherwise  has  no 
benefit,  virtually  every  intra  group  settlement  in  the  past  thirty 
years  has  been  improper  and  public  investors  in  subsidiary  com- 
panies have  been  unlawfully  deprived  for  thirty  years  of  an  asset 
to  which  they  were  entitled. 

D.     The  Decision  Below  Is  in  Accordance  with  Sound  Policy. 

The  decision  of  the  District  Court  refusing  to  recognize  the 
"tax  saving"  claim  of  the  Corporation  is  supported  by  sound 
policy.  The  reasons  include: 

First.     The  fact  that  the  Revenue  Acts  do  not  create  private , 
rights.  A  tax  is  an  impost  levied  by  the  government  to  obtain 
revenues  to  maintain  its  existence.    Meriwether  v.  Garrett,  102 . 
U.S.  472,   513-14   (1880).  It  creates  no  private  rights.    United 
States  V.  Butler,  297  U.S.  1,  61,  56  S.Ct.  312,  317  (1936). 

Second.  The  fact  that  "tax  saving"  payments,  if  allowed, 
would  contravene  the  policy  against  merchandising  tax  advan- 
tages. Transactions  which  have  only  a  tax  purpose  are  not  rec- 
ognized by  the  tax  law.  Gregory  v.  Hehering,  293  U.S.  465,  55 
S.Ct.  266  (1935);  I.  R.  C.  Sec.  129.  "Tax  saving"  payments,  if 
approved,  would  provide  a  new  motive  for  distorting  business 
transactions  with  relation  to  the  tax  law. 

Third.  The  fact  that  "tax  saving"  payments,  if  required, 
would  create  great  uncertainties  in  commercial  law.  Husbands 
and  wives  file  joint  returns  (I.R.C.  Sec.  51(b));  stockholders 
to  save  taxes  sell  the  stock  of  a  business  rather  than  its  assets; 
a  lawyer  sends  a  December  bill  to  make  a  deduction  available 
to  his  client  in  the  current  tax  year.  Do  these  ordinary  transac- 
tions create  claims  for  taxes  "saved".'* 

Fourth.  The  fact  that  a  requirement  of  "tax  saving"  pay- 
ments would  unnecessarily  complicate  the  tax  system.  Taxation 
"can  never  be  made  simple  but  we  can  try  to  avoid  making  it 
needlessly  complex/'   Dobson   v.   Commissioner,   320  U.S.  489, 
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495,  64  S.Ct.  239,  243  (1943).  To  impose  upon  an  already  com- 
plex tax  system  a  complementary  system  of  "tax  saving"  pay- 
ments would  unnecessarily  multiply  the  complexities  of  tax  ad- 
ministration. 

The  settled  practice  against  "tax  saving"  payments  should  not 
be  disturbed. 

III.     APPELLANTS'  CLAIM  IS  INEQUITABLE 

In  this  equity  proceeding  no  relief  can  be  granted  if  the  claim 
presented  is  without  equity.  There  is  no  equity  in  appellants' 
!  position. 

A.     The  Corporation   Cannot  in  Equity  Repudiate  Retroactively 
I         the  Tax  Allocation  Formula  Followed  by  the  Group  for  Twenty 
Years. 

Since  1918  the  Western  Pacific  group  has  filed  consolidated  tax 
returns  (Ex.  D.  40).  At  the  direction  of  the  Corporation  the  tax 
under  die  consolidated  return  has  been  allocated  to  the  group 
members  in  proportion  to  net  income  (R.  1262).  There  has  never 
t)een  a  "tax  saving"  payment  (Ex.  D.  40,  R.  1262).  On  many 
occasions  this  practice  resulted  in  tax  reductions  for  the  Corpora- 
tion. In  each  year  from  1924  to  1935  the  Corporation  received  a 
/tax  saving"  because  the  loss  of  another  group  member  was  in- 
cluded in  consolidated  returns  (Exs.  D.  40,  D.  46,  R.  2040).  The 
px  thus  "saved"  totalled  $593,976.33  (Ex.  D.  46,  R.  2040).  No 
payment  was  made  for  that  saving  (R.  1262,  Ex.  D.  40). 
I  The  established  formula  was  followed  for  each  of  the  years 
n  question.  Only  long  after  the  event,  after  the  returns  were  on 
lie,  after  the  reorganization  trustees  were  discharged,  after  the 
•eorganization  proceeding  was  closed,  after  it  was  no  longer  pos- 
lible  for  the  trustees  to  file  separate  returns  and  take  advantage 
|)f  deductions  unavailable  under  consolidated  returns  was  this 
laim  asserted.    It  is,  as  the  court  below  pointed  out,  "an  after- 
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thought"  (R.  274),  a  tribute  to  a  lawyer's  ingenuity.  It  has  no 
substance.  But  if  appellants  should  be  successful  they  will  im- 
pose upon  appellees  a  total  burden  of  taxes  and  "tax  saving" 
payments  far  in  excess  of  the  original  tax  obligation  to  the  Gov- 
ernment. This  effort  to  repudiate  retroactively  the  formula  which 
the  group  had  accepted  for  twenty  years  cannot  commend  itself 
to  a  court  of  equity."*^ 

B.  The  Corporafion  Cannot  in  Equity  Deplete  the  Assets  of  Its 
Former  Subsidiary  at  the  Expense  of  Creditors  Who  Were  Not 
Paid  in  Full. 

This  is  a  demand  for  $17,201,739.00  presented  against  a  re- 
organized railroad  by  the  former  parent  company.   That  company 
directed  its  former  subsidiary  to  sell  securities  to  the  public.   The  ij 
purchasers  of  those  securities  are  the  stockholders  (and  their  sue- } 
cessors  in  interest)  of  the  reorganized  company.   To  these  stock-  \ 
holders,  as  creditors  of  the  old  subsidiary,  the  appellant  Corpora- ' 
tion  owes  fiduciary  obligations.    Consolidated  Rock  Products  Co. 
V.  Du  Bois,  312  U.S.  510,  522,  61  S.Ct.  675,  683  (1941). 

By  the  plan  of  reorganization  the  old  bondholders  became  the , 
present  stockholders.   The  exchange  of  securities  was  made  on  the 
assumption  that  the  preferred  stock  of  the  reorganized  company 
would  be  worth  $100  per  share  and  the  common  stock  $57  per 
share.    Western  Pac.  R.  Co.  Reorganization,  233  I.C.C.  409,  417 
(1939).  Even  on  this  basis  the  secured  creditors  of  the  old  com-j 
pany  were  not  paid  in  full.    The  securities  issued  to  the  A.  C] 
James  Company,  the  creditor  holding  the  junior  secured  position,, 
fell  short  of  paying  that  company's  claim  by  $3,495,900  (Ex.  D. 


^^Compare  the  many  estoppel  cases  in  which  it  has  been  held  that  one 
who  participates  in  an  established  course  of  conduct  over  a  long  period 
may  not,  after  the  event,  attach  new  consequences  to  customary  activity. 
See,  for  example,  Stagg  v.  Insurance  Company,  10  Wail.  589  (U.S.  1871; 
Railroad  Company  v.  United  States,  103  U.S.  703  (1881)  ;  Cotmty  of  Los 
Angeles  c.  Cline,  185  Gal.  299,  197  Pac.  67  (1921). 
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33,  R.  2021).  With  interest,  that  unpaid  claim  now  amounts  to 
more  than  $5,000,000.00. 

This  $5,000,000.00  does  not  measure,  however,  the  amount  by 
which  the  secured  creditors  were  not  paid.  The  securities  of  the 
reorganized  company  have  never  had  the  market  value  assumed 
by  the  plan.  This  Court  is  entitled  to  take  judicial  notice  of  the 
fact  that  during  1949  the  preferred  ranged  in  value  between 
$68.50  and  $54.50  per  share  and  the  common  between  $22  and 
$30.  Insurance  Group  v.  D.  &  R.  G.  W.  R.  Co.,  329  U.S.  607, 
617,  n.  6,  67  S.Ct.  583,  587  (1947).  Thus  far  in  1950  the  range 
of  the  preferred  has  been  between  $64.50  and  $83.50  and  of  the 
common  between  $28.00  and  $45.00.  The  former  creditors  of  the 
old  company,  now  stockholders  of  the  reorganized  company,  not 
only  surrendered  their  first  mortgage  bonds  for  securities  of  an 
inferior  grade  (income  bonds,  preferred  stock  and  common  stock) 
but  those  inferior  securities  have  never  achieved  the  value  which 
the  plan  assumed  they  would  have.  Appellants  now  propose  to 
further  reduce  the  assets  of  these  creditors,  now  stockholders,  by 
$17,201,739.00.  Nothing  could  be  more  inequitable.  Nothing 
could  be  more  inconsistent  with  the  fiduciary  obligation  owing 
from  the  Corporation  to  those  creditors.  Nothing  could  more 
plainly  violate  the  settled  principle  that  creditors  have  an  abso- 
lute priority  over  stockholders.  Northern  Pacific  Ry.  v.  Boyd, 
228  U.S.  482,  504,  33  S.Ct.  554,  560  (1913)  ;  Case  v.  Los  Angeles 
Lumber  Co.,  308  U.S.  106,  129,  60  S.Ct.  1,  14  (1939).  Nothing 
could  be  more  radically  at  odds  with  the  Supreme  Court  doctrine 
that  the  claim  of  a  holding  company  in  the  reorganization  of  its 
subsidiary  must,  whatever  its  technical  status,  yield  to  the  neces- 
sity of  doing  justice  to  the  creditors  of  that  subsidiary.  Taylor  v. 
Standard  Gas  Co.,  306  U.S.  307,  59  S.Ct.  543  (1939) . 
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IV.     APPELLANTS'  CLAIM  IS  BARRED  BY  THE  FAILURE  TO  PRE- 
SENT  IT   DURING   THE   REORGANIZATION   PROCEEDING 
AND  BY  THE  FINAL  ORDERS  OF  THE  REORGANIZATION  J 
COURT. 

Even  if  it  were  assumed  that  appellants  once  had  a  valid 
claim  to  a  "tax  saving"  payment,  the  failure  to  have  it  approved 
by  the  reorganization  court  bars  recovery. 

During  1942,  1943  and  the  first  four  months  of  1944  the  re-' 
organization  trustees  earned  large  amounts  of  income  from  the 
railroad  properties.  That  income  was  subject  to  tax.  The  tax 
liability,  if  any,  was  a  liability  of  the  trustees,  Reinecke  v. 
Gardner,  277  U.S.  239,  241,  48  S.Ct.  472,  473  (1928);  415 
South  Taylor  Building  Corp.,  2  T.C.  184,  192  (1943);  and  the 
tax,  if  paid,  would  have  been  a  cost  or  expense  of  administration. 
Gardner  v.  New  Jersey,  329  U.S.  565,  575,  67  S.Ct.  467,  472 
(1947)  ;  Goggin  v.  Bryan,  172  F.2d  868  (C.A.  9,  1949)  ;  McCol- 
gan  V.  Maier  Brewing  Co.,  134  F.2d  385,  387  (CCA.  9,  1943). 
Appellants'  claim,  based  upon  an  alleged  saving  of  trustee  taxes, 
would,  if  paid,  also  have  been  an  expense  of  administration,  that 
is,  an  expense  of  operating  the  properties  during  the  reorganiza- 
tion period.  The  question  becomes:  May  appellants,  who  failed: 
to  file  claim  for  payment  of  an  expense  of  administration  in  the 
reorganization  proceeding,  thereafter,  and  after  the  reorganization 
proceeding  is  closed,  demand  payment  from  the  reorganized 
company.-^  The  answer  is  plainly  no. 

A.  Appellants'  Claim  Is  Contrary  to  the  Policy  of  Section  77  of 
the  Bankruptcy  Act  and  to  the  Purpose  of  the  Western  Pacific 
Reorganization. 

A  defense  based  upon  the  bar  of  a  reorganization  proceeding 
is  meritorious.  It  responds  to  the  fundamental  purpose  of  Sec- 
tion 77  of  the  Bankruptcy  Act  to  rehabilitate  the  debtor  in  order 
that  it  may  discharge  its  public  service  functions. 

"Stated  briefly.   Sec.   77   has   for  its  main  purpose   'the 
rehabilitation  of  the  debtor  by  a  readjustment  of  its  finan- 
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cial  structure  in  the  interest  of  the  debtor  and  its  creditors 
and  security  holders,  under  a  fair  and  equitable  plan  of  re- 
organization which  shall  so  modify  or  alter  the  rights  of 
both  secured  and  unsecured  creditors  that  the  fixed  charges 
shall  be  brought  within  the  probable  future  earnings  avail- 
able for  the  payment  thereof.'  *  *  *  To  this  end,  any  reor- 
ganization plan  should  not  merely  provide  immediate  relief, 
but  should  be  drastic  enough  to  assure  the  continued  sol- 
vency of  the  enterprise,  even  under  unfavorable  conditions. 
*  *  *"  "y.  Collier  on  Bankruptcy  (l4th  Ed.)  Sec.  77.02,  pp. 
468,  469.   (Footnotes  and  references  omitted.) 

rhis  public  purpose  of  railroad  reorganizations  has  been  em- 
phasized by  the  Supreme  Court.  "A  basic  requirement  of  any 
reorganization  is  the  determination  of  a  capitalization  which 
Tiakes  it  possible  not  only  to  respect  the  priorities  of  the  various 
zlasses  of  claimants  but  also  to  give,  the  new  company  a  reason- 
able prospect  for  survival."  Group  of  Inst.  Investors  v.  Chicago, 
^M.,  St.  P.  &  P.  R.  Co.,  318  U.S.  523,  540,  63  S.Ct.  727,  738 
1(1943)  ;  Ecker  v.  Western  Pac.  R.  Corp.,  318  U.S.  448,  474,  63 
i>.Ct.  692,  708  (1943).  If  a  reorganization  proceeding  is  to  be 
Effective  in  rehabilitating  the  debtor  two  things  are  required: 

First.  The  reorganization  court  must  consider  and  pass  upon 
{ill  possible  claims  which  might  be  asserted  against  the  reorgan- 
ized company.  "The  very  kernel  of  a  reorganization  proceeding 
s  the  careful  consideration  given  to  all  outstanding  liabilities, 

;lebts,  and  claims.  Only  in  the  light  of  such  an  examination  does 

1 

|t  become  possible  for  the  bankruptcy  court  to  determine  whether 

[he  corporation  as  recapitalized  can  weather  the  financial  storm." 

\irnerican  Service  Co.  v.  Henderson,  120  F.2d  525,  529  (CCA. 

[•,1941);  Guaranty  Trust  Company  of  New  York  v.  Henwood, 

|;6  F.2d  347,  354  (CCA.  8,  1936)  cert.  den.  300  U.S.  661.  To 

iccomplish  this  objective  of  full  consideration  of  all  possible  lia- 

ilities  Congress  has  provided  that  claims  which  are  not  provable 

Iji  an  ordinary  bankruptcy  can   be  presented   in   a   reorganiza- 
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tion  Foust  V.  Munson  SS  Lines,  299  U.S.  77,  82,  57  S.Ct  90, 
93  (1936);  American  Service  Co.  v.  Henderson,  120  F.2d  525 
(CCA.  4,  1941),  and  this,  even  though  they  are  "executory  or 
contingent  presently  due  or  to  mature  in  the  future.  "^^  City  Bank 
Co.  V.  Irving  Trust  Co.,  299  U.S.  433,  57  S.Ct.  292  (1937) ;  Uip- 
podrome  Building  Co.  v.  Irving  Trust  Co.,  91  F.2d  753,  755 
(CCA.  2,  1937). 

Second,  The  reorganization  must  put  an  end  to  all  outstand- 
ing claims.  This  applies  to  all  reorganizations:  to  Chapter  X 
proceedings 

"The  theory  is  that  there  comes  a  time  in  the  reorganiza- 
tion process  when  it  is  in  the  public  interest  that  litigation 
should  be  finally  ended.  Hence,  unless  specific  provision  is 
made  otherwise,  the  final  decree — which  concludes  the  pro- 
ceeding and  closes  the  estate  —  discharges  and  terminates 
every  right  against  and  interest  in  the  debtor  of  every  kind, 
including  liabilities  incurred  during  reorganization,  and  in- 
cluding even  the  holders  of  claims  or  interests  not  filed  or 
scheduled  in  the  proceeding  or  who  had  no  notice  of  it. 
******* 

"The  confirmed  plan,  as  we  have  seen,  binds  everyone,  and 
consistent  with  this,  the  discharge  must  terminate  all  man- 
ner of  claims  or  interests,  else  the  reorganized  business  will 
be  hampered  at  the  outset  with  holdover  obligations  which 
will  defeat  the  very  purpose  of  the  proceeding."  (6  Collier 
on  Bankruptcy  (l4th  Ed.)  Sec.  11.18,  pp.  3922-24) 

and  to  railroad  reorganizations 

"We  are  in  complete  agreement  with  the  observations 
made  by  the  district  court  in  its  opinion  dismissing  appel- 


49This  makes  it  clear  that  Corporation  could  have  filed  its  claim.  The 
1943  returns  which  first  claimed  the  stock  loss  deduction  were  filed  July 
15^  1944  (Exs.  P.  4A,  4B).  The  last  of  the  returns  were  filed  June  15, 
1945  (Exs.  P.  5A,  5B).  The  reorganization  proceeding  remained  open 
until  March  28,  1946  (Ex.  D.  32,  R.  2013).  Even  if  it  were  argued  that 
the  claim  did  not  mature  until  the  tax  liability  was  settled,  it  had  in  the 
meantime  been  "executory  or  contingent,  presently  due  or  to  mature  in^ 
the  future"  and  therefore  it  should  have  been  filed. 
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lant's  action  to  the  effect  that  the  purpose  of  the  bank- 
ruptcy law  and  the  provisions  for  reorganization  could  not 
be  realized  if  the  discharge  of  debtors  were  not  complete 
and  absolute;  that  if  courts  should  relax  the  provisions  of 
the  law  and  facilitate  the  assertion  of  old  claims  against 
discharged  and  reorganized  debtors,  the  policy  of  the  law 
would  be  defeated;  that  creditors  would  not  participate  in 
reorganizations  if  they  could  not  feel  that  the  plan  was 
final;  and  that  it  would  be  unjust  and  unfair  to  those  who 
had  accepted  and  acted  upon  a  reorganization  plan  if  the 
court  were  thereafter  to  reopen  the  plan  and  change  the 
conditions  which  constituted  the  basis  of  its  earlier  accept- 
ance." (Duryee  v.  Erie  R.  Co.,  175  F.2d  58,  63  (C.A.  6, 
1949)  cert.  den.  338  U.S.  861.)™ 

Appellants  propose  to  flout  these  settled  purposes  of  a  reor- 
ganization. They  ask  this  Court  to  declare  that  the  reorganized 
ompany  did  not  emerge  from  the  reorganization  proceeding 
with  its  liabilities  defined;  that  on  the  contrary  and  in  spite  of 
efforts  extending  over  a  period  of  eleven  years  by  the  Interstate 
Commerce  Commission,  by  the  court  below,  by  this  Court  and 
iie  Supreme  Court,  the  company  emerged  from  reorganization 
■vith  an  undefined  and  undisclosed  liability  of  $17,201,739.00,  a 
liability,  moreover,  to  be  paid  in  cash  by  a  reorganized  company 
jvhose  first  mortgage  bond  issue  was  limited  to  $10,000,000  and 
(vhich  was  permitted  to  have  no  other  fixed  interest  charge.  This 
Suggestion,  if  accepted,  would  render  ridiculous  the  efforts  in 
ihe  reorganization  to  define  the  liabilities  of  the  new  company. 
Wo  court  has  ever  intimated  that  the  fundamental  purposes  of  a 
leorganization  could  thus  be  frustrated  and  defeated. 


i  50See  also:  McColgan  v.  Maier  Bretving  Co.,  134  F.2d  385  (CCA.  9, 
1943)  cert.  den.  320  U.S.  151;  Black  r.  Richfield  Oil  Corp.,  146  F.2d  801 
(C.C.A.  9,  1944)  cert.  den.  325  U.S.  867;  In  re  Colorado  &  S.  R.  Co.,  84 
j'.  Supp.  134  (D.C.  Colo.  1949)  cert.  den.  338  U.S.  847;  Beclkley  r.  Erie  R. 
\:o.,  175  F.2d  64  (C.A.  6,  1949)  ;  Standard  Steel  Works  v.  American  Pipe 
jr  Steel  Corp.,  Ill  F.2d  1000  (C.C.A.  9,  1940);  North  American  Car 
tor  p.  V.  Peerless  W.  &  V.  Mach.  Corp.,  143  F.2d  938  (C.C.A.  2,  1944)  ; 
\n  re  Peyton  Realty  Co.,  148  F.2d  771  (C.C.A.  3,  1945)  ;  Mohonk  Realty 
\.orp.  V.  Wise  Shoe  Stores,  HI  F.2d  287  (C.C.A.  2,  1940). 
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B.     An  Unauthorized  and  Unapproved  Claim  for  Payment  of  an 
Administrative  Expense  Cannot  Be  Enforced. 

If  appellants'  claim  were  a  claim  against  the  debtor,  it  would 
be  barred  by  the  specific  provisions  of  Section  77  (f).^^  As  a 
claim  for  payment  of  an  expense  of  the  reorganization  proceeding, 
it  is  in  no  better  position. 

1.  A  COURT  TRUSTEE  CAN  INCUR  NO  LIABILITY  WITHOUT  COURT 
APPROVAL  AND  SECTION  77  AND  THE  ORDERS  IN  THE  WESTERN 
PACIFIC  REORGANIZATION  SO  PROVIDE. 

The  reorganization  trustees,  as  court  officers,  had  no  power 
to  incur  any  liability  to  appellants  for  a  "tax  saving"  payment 
or  otherwise  except  by  express  authorization  of  the  reorganization 
court.  This  is  settled.  "The  receiver  being  an  officer  of  the  court, 
and  acting  under  the  court's  direction  and  instructions,  his  powers 
are  derived  from  and  defined  by  the  court  under  which  he  acts. 
He  is  not  such  a  general  agent  as  to  have  any  implied  power,  and 
his  authority  to  make  expenditures  and  incur  liabilities — like  the 
one  in  question — must  be  either  found  in  the  order  of  his  ap- 
pointment, or  be  approved  by  the  court,  before  they  acquire 
validity,  and  have  any  binding  force  upon  the  trust."  Chicago 
Deposit  Vault  Co.  v.  McNulta,  153  U.S.  554,  561,  14  S.Ct.  915, 
918  (1894)  ;  Farmers'  Loan  &  Trust  Co.  v.  Central  Railroad  Co., 
7  Fed.  537,  539  (C.C,  D.  la.  1880).  The  rule  is  strictly  apphed. 
In  Northern  Finance  Corp.  v.  Burns,  5  F.2d  11  (CCA.  8,  1925), 
a  receiver  without  prior  authority  borrowed  funds  to  pay  taxes  duel 
from  the  estate.    The  claim  of  the  lender  for  the  amount  of  the  j 


bisection  77(f)  reads  in  part: 

"The  property  dealt  with  by  the  plan,  when  transferred  and  conveyed  j 
to  the  debtor  or  to  the  other  corporation  or  corporations  provided  for  J 
by  the  plan,  or  when  retained  by  the  debtor  pursuant  to  the  plan,  shall 
be  free  and  clear  of  all  claims  of  the  debtor,  its  stockholders  and 
creditors,  and  the  debtor  shall  be  discharged  from  its  debts  and  lia- 
bilities, except  such  as  may  consistently  with  the  provisions  of  the 
plan  be  reserved  in  the  order  confirming  the  plan  or  directing  such 
transfer  and  conveyance  or  retention,  *  *  *." 
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loan  was  denied.  In  Byrnes  v.  Missouri  National  Bank,  7  F.2d  978 
(CCA.  8,  1925),  a  receiver,  autliorized  to  borrow  $150,000.00, 
borrowed  an  additional  $2,000.00.  A  claim  for  the  $2,000.00  was 
disallowed.  In  In  re  Erie  Lumber  Co.,  150  Fed.  817  (S.D.  Ga. 
1906) ,  merchants  furnished  goods  to  a  receiver  who  had  no  court 
authority  to  buy.  They  were  denied  compensation.  In  Union  Thrust 
Co.  V.  Illinois  Midland  Co.,  117  U.S.  434,  6  S.Ct.  809  (1886), 
the  Supreme  Court  invalidated  a  claim  for  $29,000.00  created 
by  a  receiver  without  prior  court  approval. 

This  principle  requiring  court  sanction  to  create  a  liability  of 
the  estate  was  approved  by  Congress  for  railroad  reorganizations. 
Section  77(e)  says  that  the  reorganization  plan  must  provide 
''jor  the  payment  of  all  costs  of  administration  and  all  other  al- 
lowances made  or  to  be  made  by  the  judge."  And  it  was  expressly 
recognized  in  the  Western  Pacific  proceeding.  The  reorganization 
court  (Ex.  D.  20,  R.  1908),  authorized  the  debtor  to  continue 
its  railroad  business  and  provided: 

"The  authority  given  by  the  foregoing  shall  not  include 
authority  to  incur  expense,  other  than  such  as  is  necessary 
in  the  course  of  the  usual  and  ordinary  maintenance  and 
operation  of  the  debtor's  property.  Any  extraordinary  ex- 
pense and  expense  incident  to  reorganization  of  the  debtor 
shall  be  subject  to  the  prior  approval  of  the  Court."  (R. 
1910)   (Emphasis  supplied.) 

This  provision  was  affirmed  in  the  order  appointing  the  reor- 
ganization trustees  and  transferring  the  railroad  properties  to 
I  them  (Exs.  D.  21,  D,  22,  R.  1916,  1923).  An  unprecedented 
;  liability  of  $17,201,739.00  is  certainly  an  "extraordinary  ex- 
ipense."  As  such,  it  could  not  be  incurred  without  "the  prior  ap- 
iproval  of  the  Court."  No  such  approval  was  provided.  Accord- 
[ingly,  appellants'  claim  never  became  a  valid  obligation  of  the 
[trustees  or  the  estate.  To  obtain  strict  judicial  supervision  of  all 
expenses  connected  with  a  reorganization  was  one  reason  for 
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substituting  Section  77  for  the  traditional  equity  receivership. 
Letman  v.  Guttman,  336  U.S.  1,  69  S.Ct.  371  (1949).  The  pohcy 
is  extremely  rigid — so  much  so  that  it  has  been  extended  to  fees 
and  allowances  which  are  not  to  be  paid  from  the  assets  of  the 
estate.  Leiman  v.  Guttman,  supra.  Appellants  ask  this  Court  to 
repudiate  this  firm  policy. 

2.      THIS    COURT    HAS   SPECIFICALLY    HELD   THAT   UNAPPROVED   CLAIMS 
FOR  ADMINISTRATIVE  EXPENSES  CANNOT  BE  ENFORCED. 

In  McColgan  v.  Maier  Brewing  Co.,  134  F.2d  385,  387  (CCA. 
9,  1943)  this  Court  said: 

"Upon  confirmation  of  the  plan  for  composing  the  debts 
of  the  Maier  Brewing  Company,  the  receiver  was  discharged 
and  the  property  unconditionally  turned  back  to  the  corpo- 
ration. Does  the  property  so  returned  remain  liable  for 
debts  incurred  by  the  receiver  in  the  course  of  administra- 
tion? We  understand  not,  unless  the  court  has  so  directed." 

In  that  case  properties  of  the  Maier  Brewing  Company  were  op- 
erated by  a  bankruptcy  receiver  from  June,  1932,  until  September, 
1938,  when,  following  the  approval  of  a  plan  of  composition, 
they  were  returned  to  the  company.  In  December,  1940,  creditors 
of  the  company  petitioned  for  a  Chapter  X  reorganization  and 
a  trustee  was  appointed.  In  the  reorganization  proceeding  the 
California  State  Franchise  Tax  Commissioner  filed  claims  for 
franchise  taxes  due  for  the  taxable  years  1933  to  1937  inclusive. 
It  was  recognized  that  these  taxes  were  an  expense  of  adminis- 
tration of  the  earlier  receivership  but  the  Court  held  that  since 
the  California  Commissioner  had  not  filed  a  claim  in  that  re- 
ceivership they  could  no  longer  be  collected.  The  Court  said: 

"Of  course  if  these  taxes  had  been  assessed  and  a  claim 
made  upon  the  receivers  for  their  payment  they  would, 
like  administrative  expenses  generally,  have  occupied  a  pre- 
ferred status.  But  the  statute  does  not  dispense  with  the 
necessity  for  making  timely  demand  for  their  payment  in 
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the  receivership  proceeding.  As  much  now  as  in  the  past 
orderly  procedure  requires  that  administrative  expenses  be 
settled  while  the  property  yet  remains  in  the  custody  of  the 
court."   (134  F.2d  388.) 

Every  consideration  which  influenced  this  Court  in  the  McCol- 
gan  case  is  equally  applicable  in  this  proceeding.  Here,  as  there, 
the  orderly  administration  of  the  estate  requires  that  claims  for 
admmistrative  expense  be  filed.  Here,  as  there,  the  new  investors 
in  the  new  company  are  entitled  to  have  a  precise  definition  of 
the  liabilities  of  that  company.  Here,  as  there,  the  persons  who 
participate  in  the  reorganization  as  creditors  or  otherwise  are 
entitled  to  an  exact  statement  of  the  assets  available  for  the  new 
concern.  Compare  the  recent  three-judge  court  decision  in  In  re 
Colorado  &  S.  R.  Co.,  84  F.  Supp.  134  (D.C.  Colo.  1949)  cert, 
den.  338  U.S.  847,  in  which  it  was  held  that  claims  of  the 
United  States  for  taxes  for  periods  prior  to  and  during  the  re- 
organization were  both  barred  by  a  failure  to  present  them.^^ 

The  cases  are  clear.  A  claim  for  payment  of  an  administrative 
expense  must  be  presented,  if  it  is  to  be  paid,  to  the  court  in 
charge  of  the  administration.  Appellants  failed  to  present  their 
claim.  It  cannot  be  paid. 

THE    ASSUMPTION    AGREEMENT    DOES    NOT   PROVIDE    FOR   PAYMENT 
i         OF  APPELLANTS'  CLAIMS. 

1  In  the  fall  of  1944  and  after  the  railroad  properties  had  been 
bperated  by  the  trustees  for  nine  years,  the  reorganization  was 
ijufficiently  near  completion  to  justify  a  return  of  the  properties 
[:o  the  reorganized  company.  On  November  27,  1944,  the  reor- 


52in  j-jie  court  below  appellants  relied  upon  Texas  and  Pacific  Railway 
p.  V.  Johnson,  151  U.S.  81,  14  S.Ct.  250  (1894)  and  Texas  and  Pacific 
[Railway  Co.  v.  Bloom,  164  U.S.  636,, 17  S.Ct.  216  (1897),  two  cases  aris- 
ing out  of  a  single  railroad  receivership  in  which  it  was  held  that  the  old 
l-'ompany  was  responsible  for  the  debts  of  the  receiver.  The  decisions  are 
-xplained  by  the  fact  that  the  properties  were  returned  without  any  reor-' 
i^anization  taking  place. 
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ganization  court  directed  the  revestment  effective  as  of  December 
31,  1944  (Ex.  P.  14,  R.  1711,  36-108).  It  was  contemplated,  of 
course,  that  the  trustees  would  thereafter  be  discharged.  Since 
all  assets  of  the  estate  were  to  be  transferred  to  the  new  company, 
some  provision  had  to  be  made  to  find  funds  for  the  actual  pay- 
ment of  the  approved  and  outstanding  obligations  of  the  trus- 
tees. Under  such  circumstances  it  is  conventional  for  the  new 
company  to  provide  the  funds  required  to  pay  the  trustees'  rec- ' 
ognized  debts  and  the  reorganization  court  directed  the  execution 
of  an  agreement  so  providing.  The  language  was  broad  in  order 
to  give  the  trustees  full  protection  against  personal  liabilities  after: 
they  had  completed  their  duties  and  received  their  discharge.^' 
The  contention  of  appellants  is  that  the  obligation  to  make  "tax 
savings"  payments  was  "an  obligation  incurred  by  the  Trustees 
in  their  operation  of  the  debtor's  estate  and  was  an  obligation 
assumed  by  the  defendant  *  *  *"  (Supp.  Compl.  par.  Eleventh,  R. 
224).  Appellants  argued  in  their  trial  briefs  that  the  assumption 
agreement  relieved  them  of  the  necessity  of  presenting  their  claim 
to  the  reorganization  court.  The  suggestion  is  not  repeated.  In 
any  event,  it  has  no  validity.  There  are  many  reasons. 

First.  The  purpose  of  the  assumption  agreement  was  to  pro- 
vide money  for  the  discharge  of  recognized  debts  and  to  provide 
the  trustees  with  personal  protection.  It  was  not  to  undo  all  the 
work  of  the  reorganization  by  giving  validity  to  an  undisclosed 
claim  of  $17,000,000.00. 

Second.  The  reorganization  court,  in  directing  the  execution 
of  the  assumption  agreement,  did  not  eliminate  the  necessity  that 
expenses  of  administration  be  approved  by  the  court.  On  the  con- 
trary it  expressly  reaffirmed  that  requirement.  Paragraph  10  of 
the  order  of  November  27,  1944,  directing  the  execution  of  the 
assumption  agreement,  provides  in  part: 


53For  the  text  of  the  assumption  agreement  see  R.  77-78. 
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"10.  The  Western  Pacific  Railroad  Company  shall  pay, 
in  such  amounts  as  have  heretofore  been,  or  shall  hereafter 
be  determined  by  this  Court,  but  only  to  the  extent  that  the 
same  shall  not  have  been  paid  by  the  debtor's  Trustees,  all 
expenses  and  costs  of  administration  of  this  proceeding, 
*  *  *"  (Emphasis  supplied.)    (R.  50.) 

I  Third.  Appellants'  argument  is,  in  effect,  that  the  reorganized 
company  agreed  to  assume  and  discharge  all  obligations  of  the 
trustees.  The  reorganization  court  made  it  clear,  however,  that 
the  assumption  agreement  should  not  be  so  understood.  In  di- 
recting the  execution  of  the  agreement  the  Court  described  it  as 
;  follows: 

"(a)  agreement  providing  for  the  assumption  of  certain 
obligations,  liabilities,  contracts,  agreements  and  leases  of 
the  debtor  and  the  debtor's  Trustees,  *  *  *"  (R.  ^d'^ 

and  went  on  to  say: 

"*  *  *  and  said  Railroad  Company  shall  assume  only  the 
valid  and  outstanding  obligations  and  liabilities  of  the 
debtor  or  the  debtor's  Trustees.  *  *  *"  (Emphasis  supplied.) 

j       (R-  50) 

[The  references  in  the  order  to  "certain  obligations"  of  the  trus- 
(tees  and  to  "the  valid  and  outstanding  obligations"  of  the  trus- 
tees make  it  clear  that  it  was  never  intended  that  the  assump- 
'tion  agreement  should  obligate  the  reorganized  company  to  pay 
://  obligations  of  the  trustees. 

Fourth.  Since  the  result  of  appellants'  failure  to  obtain  court 
jipproval  of  their  claim  is  that  the  claim  never  became  an  obliga- 
tion of  the  trustees  (this  brief  p.  68),  appellants  could  not  re- 
cover even  if  the  assumption  agreement  were  construed  to  refer 
0  all  trustee  obligations. 

Fifth.  The  reorganization  court  had  no  power  and  it  did 
lot  intend  by  the  assumption  agreement  to  eliminate  the  require- 
ment of  Section  77(e)  that  costs  of  administration  be  approved 
>y  the  court. 
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Sixth.     The   reorganization   court  had  no  power  and  it  did 
not  intend  by  the  assumption  agreement  to  violate  the  require- 
ment of  the  plan  of  reorganization  that 

"Claims  against  the  debtor,  entitled  to  priority  over  any 
mortgage  of  the  debtor,  current  liabHities  and  obligations 
incurred  by  the  trustees  of  the  properties  of  the  debtor  dur- 
ing the  reorganization  proceeding,  and  expenses  of  reor- 
ganization allowed  by  the  court  within  the  maximum  fixed 
by  this  Commission  shall  be  paid  in  cash  or  assumed  by  the 
reorganized  company,  *  *  *.  The  reorganized  company  shall 
be  deemed  to  have  assumed  the  executory  contracts  of  the 
debtor  which  by  their  terms  do  not  terminate  at  or  prior  to 
the  conclusion  of  the  reorganization  proceeding  and  which 
shall  have  been  affirmed  or  shall  not  have  been  disaffirmed; 
by  the  trustees  of  the  properties  of  the  debtor  with  the  ap- : 
proval  of  the  court  prior  to  the  confirmation  of  the  plan, 
and  also  any  executory  contracts  made  by  the  trustees  of 
the  properties  with  the  approval  of  the  court  which  by  their 
terms  do  not  terminate  at  or  prior  to  the  conclusion  of  the 
reorganization  proceeding."  (Emphasis  supplied.) 
(Subdivision  Q,  Western  Pacific  R.  Co.  Reorganization, 
233  I.C.C.  409,  452-3.) 

Appellants'  claim  if  presented  to  the  reorganization  court  would; 
have  been  a  claim  of  the  right  to  an  executory  contract  with  the 
trustees  for  payment  of  "tax  savings."  Subdivision  Q  required 
specific  court  approval.  The  provision  for  "current  liabilities  and 
obligations"  refers  to  obligations  which  arise  in  the  ordinary 
course  of  business  and  are  payable  currently. '^^    It  contemplates 


54In  Lackaxvanna  Iron  &  Coal  Co.  v.  Farmers'  Loan  &  T.  Co.,  176  U.S. 
298,  316,  20  S.Ct.  363,  369  (1900),  the  Supreme  Court  distinguished 
current  debts  from  "extraordinary  expenditures  outside  of  the  ordinary 
course  of  business  *  *  *." 

Representative  definitions  of  "current  liabilities"  are: 
Securities  and  Exchange  Commission  (Regulation  S-X,  Rule  3.14)  : 

"All  amounts  due  and  payable  within  one  year  shall  in  general  be 
classed  as  current  liabilities." 

Accountant's  Weekly  Report,  Vol.  6,  No.  1  (Sept.  29,  1947)  : 

"  'Current  Liabilities'  means  'debts  or  obligations,  the  liquidation 
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i  that  such  liabilities  and  obligations  would  be  incurred  with  the 
I  sanction  of  the  reorganization  court  and  in  any  event  it  could  not 
\  refer  to  an  extraordinary  claim  such  as  this. 

I  An  assumption  agreement  in  a  reorganization  proceeding  has 
'a  limited  and  well  understood  purpose.  It  operates  within  and  not 
beyond  the  framework  of  the  reorganization.  It  does  not  give 
[Validity  to  claims  otherwise  invalid  or  give  vitality  to  claims 
!  which  have  been  barred. 


C.  Appellants'  Claim  Is  Barred  and  Enjoined  by  the  Final  Orders 
i        of  the  Reorganization  Proceeding. 

I  The  revestment  order  of  November  27,  1944  (Ex.  P.  14,  R. 
I36),  and  the  final  order  of  March  28,  1946  (Ex.  D.  32,  R.  2013) 
each  contain  provisions  of  discharge  and  injunction.  Those  pro- 
jvisions  bar  appellants'  claim.  The  revestment  order  provided 
f(Par.  11,  Ex.  P.  14,  R.  51-52)  that  the  assets  of  the  reorganized 
company  were  to  be: 

1  "free  and  clear  of  all  rights,  claims,  liens  and  interests  of 
j  said  Trustees,  the  former  stockholders  and  creditors  of  the 
I        debtor,  and  of  all  other  persons  *  *  *  except  as  is  otherwise 

provided  in  this  order,  and  the  said  Railroad  Company  shall 
'         thereupon  be  forever  released  and  discharged  from  all  of 

its  debts,  obligations  and  liabilities,  except  as  herein  pro^ 
j        vided;" 

paragraph  15  of  the  same  order  enjoined  all  persons  from: 

"15.  *  *  *  In  any  manner  whatsoever  disturbing  any 
j  part  of  the  assets,  -goods,  moneys,  railroad,  properties  and 
'        premises  belonging  to  or  in  the  possession  of  said  Railroad 

Company  *  *  *  j^y  reason  of  or  growing  out  of  any  obliga- 
j        tion  or  obligations  heretofore  incurred  by  the  debtor  or  the 

debtor's  Trustees  herein."  (R.  59-60)   (Emphasis  supplied.) 


or  payment  of  which  is  reasonably  expected  to  require  the  use  of  ex- 
isting resources  properly  classifiable  as  current  assets  or  the  creation 
of  other  current  liabilities." 
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Thus,  the  assets  of  the  reorganized  company  were  discharged 
from  and  by  injunction  protected  against  the  assertion  of  any 
claim,  except  as  expressly  reserved,  arising  out  of  an  obligation 
of  the  trustees.  No  provision  in  the  order  protects  and  conserves 
unapproved  claims  for  payment  of  administrative  expenses.  On 
the  contrary  by  paragraph  20  of  the  order  (R.  61-62)  the  reor- 
ganization court  expressly  reserved  jurisdiction  to  consider  and 
determine  the  validity  of  any  such  claim  as  appellants  now 
present: 

"*  *  *  and  this  Court  expressly  reserves  jurisdiction  to 
determine  all  costs  and  expenses  of  administration  *  *  *." 
(Ex.  P.  14,  R.  62) 

The  effect  of  the  revestment  order  is  clear.  With  certain  reserva- 
tions, it  barred  all  claims  against  the  reorganized  company  on 
account  of  obligations  of  the  trustees,  expressly  reserving  to  the 
court,  however,  the  power  to  consider  and  approve  claims  for 
payment  of  expenses  of  administration. 

The  reorganization  proceeding  was  not  closed  until  March  28, 
1946  (Ex.  D.  32,  R.  2013),  long  after  all  the  tax  returns  in  issue 
here  had  been  filed  (Exs.  P.  5A,  5B) .  Appellants  never  took 
advantage  of  the  opportunity  to  present  their  claim.  Accordingly 
and  in  due  course  the  court  by  its  final  order  permanently' 
enjoined  the  assertion  by  appellants  or  anyone  else  of  any  such 
claim  as  is  here  presented.  Paragraph  6  (Ex.  P.  32,  R.  2017- 
18)  of  that  order  provides: 

"All  persons  *  *  *  are  hereby  perpetually  restrained  and 
enjoined  from  instituting  *  *  *  against  The  Western  Pa- 
cific Railroad  Company  *  *  *  directly  or  indirectly,  on  ac- 
count of  or  based  upon  any  right,  claims  or  interest  of  any ' 
kind  or  nature  whatsoever  which  any  such  person,  firm  or 
corporation  may  have  had  in,  to  or  against  the  Debtor,  or 
any  of  its  assets  or  properties,  on  or  before  December  28, 
1944  (except  as  specifically  provided  for  or  permitted  by 
prior  order  of  this  Court)  ^  *  *  *  and  from  interfering  with 
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or  taking  steps  to  interfere  with  said  Company,  its  officers 
and  agents,  or  the  operation  of  the  lines  of  railroad  or 
properties  or  the  conduct  of  the  business  of  said  Company, 
by  reason  or  on  account  of  any  obligation  or  obligations  in- 
curred by  the  Debtor  or  by  the  Trustees  of  the  Debtor's 
estate  on  or  before  December  28,  1944  (except  as  specifi- 
cally provided  for  or  permitted  by  prior  order  of  this 
Court) ,  and  *  *  *  from  prosecuting  *  *  *  against  the 
said  Company,  its  agents  or  attorneys,  any  suit  or  proceed- 
ing arising  out  of,  or  based  on,  any  act  or  acts  done  or 
omitted  to  be  done  in  putting  into  eff^ect  and  carrying  out 
the  plan  of  reorganization  or  any  order  of  this  Court  entered 
in  these  proceedings." 

Appellants'  claim  is  squarely  within  and  in  violation  of  the  in- 
junctive provisions  of  this  order.  Paragraph  6  protects  the  re- 
prganized  company  from  claims  based  upon  obligations  of  either 
ithe  debtor  or  the  reorganization  trustees,  except  as  specifically 
approved  or  expressly  reserved.  This  claim  is  a  claim  based  upon 
an  alleged  obligation  of  the  trustees  which  was  neither  approved 
jnor  reserved.'^'*  It  is  therefore  enjoined. 

I  The  reorganization  proceeding  is  a  complete  and  insurmount- 
jible  bar  to  any  recovery  by  appellants  in  this  action.  It  is  a  bar 
^ecause  appellants'  claim  is  contrary  to  the  policy  of  Section  77 


55The  reference  in  the  order  to  December  28,  1944,  is  of  no  assistance  to 
ippellants.  From  and  after  that  date  the  railroad  properties  were  to  belong 
\o  and  be  operated  by  the  reorganized  company.  Thus,  by  reference  to 
llaims  "by  reason  of  or  on  account  of  any  obligation  or  obligations  incurred 
i)y  the  debtor  or  by  the  trustees  of  the  debtor's  estate  on  or  before  December 
r.8,  1944,"  the  court  referred  to  the  entire  period  of  trustee  operation  and 
plainly  intended  to  foreclose  all  claims  arising  out  of  or  in  any  way  con- 
iiected  with  that  operation.  ""Tax  saving"  claims  relating  to  1942,  1943 
[.nd  1944  taxes  relate  to  the  period  of  trustee  operation,  that  is,  to  the 
!)eriod  prior  to  December  28,  1944.  As  such  they  are  within  the  injunctive 
•revisions  of  Paragraph  6. 

Any  possibility  of  doubt  as  to  the  intent  of  the  final  order  is  removed  by 
he  fact  that  the  District  Judge  who  signed  the  order  subsequently  construed 
:  to  bar  claims  arising  during  the  reorganization  period.  See  in  the  files  of 
'bis  Court  In  the  matter  of  The  Western  Pacific  Railroad  Company,  Debtor, 
Jo.  12159. 
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and  the  purpose  of  the  Western  Pacific  reorganization  itself.  It 
is  a  bar  because  of  the  settled  rule  that  a  claim  for  payment  of 
an  expense  of  administration  which  is  not  allowed  by  the  court  \ 
in  charge  of  the  estate  has  no  validity.  It  is  a  bar  because  the, 
reorganization  court  by  specific  provision  has  enjoined  the  asser- 
tion of  any  such  claim.^^  , 

D.     The  Court  Below  Was  Without  Power  to  Modify  Orders  of  the 
Reorganization  Court. 

Appellants  have  asked  in  their  pleadings  (R.  123-154)  that, 
if  necessary,  there  be  "a  modification  of"  the  final  order  of  the 
reorganization  court  "so  as  to  permit  the  prosecution  of"  their 
alleged  cause  of  action  (R.  154).  There  is  no  power,  how- 
ever, in  this  Court,  or  in  the  District  Court  sitting  in  equity,  to 
modify  the  final  order  or  any  other  order  entered  in  the  reorgan- 
ization proceeding.  Bankruptcy  jurisdiction  is  exclusive.  No  court i 
other  than  a  court  sitting  in  bankruptcy  has  jurisdiction  to  alter. 


56 Appellants'  failure  to  present  their  "tax  saving"  claim  in  the  reorgani- 
zation proceedings  also  bars  the  claim  under  principles  of  res  judicata.  A 
litigant  who  asserts  claims  against  an  estate  in  the  hands  of  a  court  must  in 
the  first  proceeding  assert  all  of  his  claims  or  be  forever  foreclosed.  United 
States  V.  Calijornia  &  Ore.  Land  Co.,  192  U.S.  355,  24  S.Ct.  266  (1904) ; 
Northern  Pacific  Railway  Co.  v.  Slaght,  205  U.S.  122,  27  S.Ct.  442 
(1907)  ;  Montezuma  Canal  v.  Smithville  Canal,  218  U.S.  371,  31  S.Ct.  67 
(1910)  ;  Estate  of  Bell,  153  Cal.  331,  95  Pac.  372  (1908)  ;  Krier  v.  Krier, 
28  C.2d  841,  172  P.2d  681  (1946). 

The  claim  for  1943  is  also  barred  by  the  statute  of  limitations.  The  1943 
returns  took  advantage  of  the  loss  of  the  Corporation  (Exs.  P.  4A,  4B, 
D.  40).  They  were  filed  July  15,  1944  (Exs.  P.  4A,  4B).  More  than  two 
years  later,  on  October  10,  1946,  this  action  was  filed  (R.  5).  California 
law  determines  the  applicable  period  of  limitation,  Guaranty  Trust  Co.  v. 
York,  326  U.S.  99,  65  S.Ct.  1464  (1945),  and  since  this  is  an  unjust  en- 
richment action  the  two-year  statute  of  Subdivision  1  of  Section  339  of  the 
California  Code  of  Civil  Procedure  is  applicable.  Richter  v.  Henningsan, ' 
110  Cal.  530,  538,  42  Pac.  1077  (1895)  ;  Bray  v.  Cohn,  1  C.A.  124,  93 
Pac.  893  (1907)  ;  Troiver  r.  City  and  County  of  San  Francisco,  157  Cal. 
762,  767,  769,  109  Pac.  617  (1910).;  facobson  v.  Mead,  12  C.A.2d  75,  81, 
55  P.2d  285  (1936)  ;  Lazzarevicb  v.  Lazzarerich,  88  C.A.2d  708,  200  P.2d 
49  (1948).  This  is  true  even  though  the  action  is  filed  in  equity.  16  Cal. 
Jur.  429,  Williams  v.  Southern  Pacific  R.  Co.,  150  Cal.  624,  89  Pac.  599 
(1907)  ;  Bell  v.  Bank  of  California,  153  Cal.  234,  94  Pac.  889  (1908). 
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modify  or  amend  bankruptq^  orders.  This  is  settled.  In  re  Watts 
and  Sachs,  190  U.S.  1,  27,  23  S.Ct.  718  (1903)  ;  Isaacs  v.  Hobbs 
Tie  &  T.  Co.,  282  U.S.  734,  739,  51  S.Ct.  270,  272  (1931)  ;  Moore 
>v.  Scott,  55  F.2d  863,  864-65  (CCA.  9,  1932)  ;  Hanna  v.  Brictson 
^fg.  Co.,  62  F.2d  139,  145  (CCA.  8,  1932). 

CONCLUSION 

It  is  respectfully  submitted  that  the  judgment  below  should 
be  affirmed  with  costs  to  the  appellees. 

Dated:   November  15,  1950. 

Allan  P.  Matthew, 
James  D.  Adams, 
Robert  L.  Lipman, 

BURNHAM  EnERSEN, 

Walker  Lowry, 

McCuTCHEN,  Thomas,  Matthew, 
Griffiths  &  Greene, 

1500  Balfour  Building, 
San  Francisco  4,  California 

Attorneys  for  The  Western  Pacific 

Railroad  Company,  et  al., 

Appellees; 

Everett  A.  Mathews, 
PiLLSBURY,  Madison  &  Sutro, 

225  Bush  Street, 

San  Francisco  4,  California 

A.  Donald  Mackinnon, 
Milbank,  Tweed,  Hope  &  Hadley, 

15  Broad  Street, 

New  York  5,  New  York 

Forbes  D.  Shaw, 

Whitman,  Ransom,  Coulson  &  Goetz, 

40  Wall  Street, 

New  York  5,  New  York 

Attorneys  for  Western  Realty  Company, 

Appellee. 
(Appendices  follow) 
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WESTERN  PACIFIC  RAILROAD  CORPORATION 

Schedule  of  Directors  and  Terms  of  Service 
1941  to  February,  1948 


Name 

r.  M.  Schumacher 

W.  W.  Kingsley 

W.  W.  Carman 
yf.  J.  Curry 
.  J.  Shepard 

E.  Coulson 
Wl.  D.  Wood 
K.  Olyphant,  Jr. 
P.  Osborn 
M.  Price 
,  B.  Campbell 
F.  Wienken 
W.  W.  Hatton 
].  C.  Sheehan 
C.  Valouch 
'.  C.  Nicodemus,  Jr. 


Period  oj  Service  on  Board 

August  1,   1935  until  his  death  on  February  26, 

1948   (R.  638). 
August  1,   1935  until  his  death  on  September  7, 

1942. 
August  1,  1935  to  February  1,  1942. 
August  1,  1935  to  present  date. 
August    1,    1935   until  his  death   on   August  22, 

1942. 
August  1,  1935  to  February  6,  1942. 
August  1,  1935  to  present  date. 
January  7,  1937  to  December  18,  1941. 
January  7,  1937  to  present  date. 
January  7,  1937  until  his  death  on  April  7,  1941, 
July  5,  1940  to  May  1,  1945. 
April  29,  1942  to  April  25,  1946. 
September  23,  1942  to  present  date. 
February  15,  1944  to  October  10,  1946. 
May  1,  1945  to  present  date. 
October  10,  1946  to  present  date. 

(Ex.  P.  22,  R.  1720) 


WESTERN  PACIFIC  RAILROAD  CORPORATION 

Schedule  of  Officers  and  Terms  of  Service 
1935  to  February,  1948 

Name  Office  Period  of  Service 

.M.Schumacher  President  August  1,  1935  to  Feb.  1,  1942 

f.  J.  Curry  Secretary  August  1,  1935  to  Feb.  1,  1942 

I.J.Curry  Treasurer  August  1,  1935  to  present  date 

I.  J.  Curry  President  February  1,  1942  to  present  date 

F.  Wienken  Secretary  February  1,  1942  to  May  1.  1945 

[.  C.  Valouch  Vice-President  May  1,  1945  to  present  date 

and  Secretary 

(Ex.  P.  21,  R.   1719) 
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I.    MATERIAL  FROM  THE  FEDERAL  TRADE  COMMISSION 

A.     Report  of  the  Federal  Trade  Commission  on  Public  Utility 
Holding  Companies.^ 

The  Public  Utility  Holding  Company  Act  of  1935  resulted 
in  part  from  an  investigation  of  the  practices  of  public  utility 
holding  companies  by  the  Federal  Trade  Commission.    The  i 
report  of  the  Commission  reads,  in  part,  as  follows: 

Income  of  holding  companies  due  to  methods  of  handling 
Federal  income-tax  payments. — Some  holding  companies  have . 
collected  from  their  respective  subsidiary  companies  funds  w^ith 
which  to  pay  Federal  income  tax  for  all  the  companies  in  a 
group.  The  total  amount  of  funds  collected  by  the  holding  com- 
panies from  the  subsidiaries  usually  exceeded  the  amounts  actually 
paid  by  the  holding  companies.  This  practice  has  resulted  in  an 
unusual,  if  not  unjustifiable,  means  of  income  to  those  holding 
companies  engaging  in  this  practice. 

During  1923  to  1929,  inclusive.  The  North  American  Co., 
from  this  practice,  recorded  1.6  percent  of  its  total  income,  and 
Associated  Gas  &  Electric  Co.  recorded  3.3  percent  of  its  total 
income.  While  New  England  Power  Association,  in  effect,  fol- 
lowed this  practice,  it  added  the  excess  amounts  so  collected  to 
a  suspense  account  and  not  to  income.  Cities  Service  Co.  added  ^ 
the  amounts  collected  in  following  this  practice  to  surplus  and 
related  accounts. 

Some  State  commissions  engaged  in  the  regulation  of  gas  and 
electric  public-utility  companies  have  permitted  operating  com- 


(1)  Summary  Report  of  the  Federal  Trade  Commission  to  the  Senate 
of  the  United  States,  pursuant  to  Senate  Resolution  No.  83,  70th  Cong.,  1st 
Sess.,  on  Economic,  Financial  and  Corporate  Phases  of  Holding  and  Oper- 
ating Companies  of  Electric  and  Gas  Utilities,  Part  72-A,  Sen.  Doc.  No. 
92,  70th  Cong.,  1st  Sess. 
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panics  to  add  the  estimated  amounts  of  Federal  income  tax  to 
operating  expenses.  These  estimated  amounts  are  then,  in  many 
cases,  paid  to  a  holding  company,  which,  in  turn,  files  a  con- 
solidated Federal  income-tax  return.  Any  saving  in  tax  accom- 
plished through  the  consolidated  return  accrues  to  the  gain  of 
!iie  holding  company  and  is  retained. 

The  fact  that  holding  companies  retain  the  difference  between 
:he  amounts  collected  from  subsidiaries  and  the  amounts  paid 
is  income  tax  indicates  that  holding  companies  have  not  tried 
':o  pass  on  to  their  subsidiaries  the  savings  which  evolve  from 
\h.t  corporate  structure  of  holding-company  groups.  Instead  of 
liubsidiary  operating  companies  having  this  saving,  the  operating 
expenses  of  those  companies  are  inflated  by  such  amounts.  The 
original  amounts  charged  to  subsidiary  companies  were  esti- 
nated  on  a  basis  of  what  those  companies  would  have  had  to 
pay  if  individual  income-tax  returns  had  been  made.  Inasmuch 
as  the  amounts  for  Federal  income  tax  should  never  have  been 
idded  to  operating  expenses  in  the  first  place  and  were  only 
estimated  amounts,  anyway,  and  also,  since  the  amounts  were 
Q  excess  of  the  Federal  income-tax  requirements  of  the  group, 
t  would  seem  that  due  to  this  practice  there  is  an  inaccurate 
recording  of  the  true  cost  of  operations  of  the  electric  and  gas 
|tperating  companies  following  this  procedure. 
I  In  order  to  emphasize  the  extent  of  collections  of  estimated 
jmounts  for  Federal  income-tax  payments  from  subsidiary  com- 
anies,  by  certain  holding  companies,  over  the  amounts  of  Fed- 
ral  income  tax  paid  by  those  holding  companies,  some  illustra- 
ions  are  given. 

I  One  illustration  of  this  procedure  appears  in  the  report  on 
J^ew  England  Power  Association.  During  1928  and  1929  the 
ibsidiary  companies  paid  to  New  England  Power  Association, 
n  the  basis  of  individual  Federal  income-tax  returns,  $376,971.36 
1  excess  of  the  amount  of  Federal  income  tax  paid  by  the  hold- 
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ing  company  on  the  basis  of  consolidated  income-tax  returns. 

During  the  years  from  1926  to  1929,  inclusive,  Associated  Gas 
&  Electric  Co.  recorded  a  gain,  due  to  this  procedure  of  handling 
Federal  income  tax,  of  $2,938,513.12.  It  is  significant  to  note  that 
Associated  Gas  «&  Electric  Co.  paid  no  Federal  income  tax  what- 
ever during  the  years  from  1926  to  1929,  inclusive,  although,  of 
course.  Associated  Gas  &  Electric  Co.  may  be  subject  to  assess- 
ments in  subsequent  years  for  the  said  period.  Also,  New  Eng- 
land Gas  &  Electric  Association,  affiliated  with  Associated  Gas 
&  Electric  Co.,  recorded  during  1927  to  1929,  inclusive,  as  in- 
come $514,662.99  on  the  basis  of  the  plan  explained  above,  but 
no  Federal  income  tax  was  paid  by  New  England  Gas  &  ElectriCr 
Association  to  the  United  States  Government.  I 

An  outstanding  illustration  of  this  procedure  is  shown  in  the 
report  on  Cities  Service  Co.  During  the  years  from  1922  to 
1930,  inclusive.  Cities  Service  Co.  collected  from  its  subsidiaries 
$11,611,601.35  for  Federal  income  taxes.  During  this  period, 
Cities  Service  Co.  paid  Federal  income  taxes  on  the  basis  of  a 
consolidated  income-tax  return  in  the  sum  of  $1,745,220.98.  The 
excess  amount  collected  over  the  amount  paid  by  Cities  Service 
Co.  was  $9,866,380.37. 

As  a  further  illustration,  The  North  American  Co.  recorded 
as  income  $324,915.17  in  1927,  $675,000  in  1928,  and  $275,000 
in  1929,  or  a  total  of  $1,274,915.17  in  the  3  years,  from  han- 
dling Federal  income-tax  payments  in  the  manner  previously 
described. 

This  Commission  considers  that  there  should  not  be  added  to 
operating  expenses  of  electric  and  gas  utility  companies  any 
amounts  paid  as  Federal  income  tax.  The  amounts  paid  as  Fed- 
eral income  tax  should  be  deducted  from  the  net  income  on 
which  the  tax  was  calculated. 

Holding  companies  are  not  justified  in  recording  as  income 
the  savings  from  this  procedure  of  handling  Federal  income-tax 


Appendix  5 

payments.  The  subsidiary  companies  in  a  holding-company  group 
[are  entitled  to  the  benefit  of  any  savings  to  the  group  due  to 
.filing  a  consolidated  income-tax  return.  Only  the  amount  of 
Federal  income  tax  paid  by  a  holding  company  on  the  basis 
of  a  consolidated  return  should  be  borne,  in  proportion  to  the 
.taxable  income,  by  those  companies  having  taxable  income,  for 
|which  companies  a  consolidated  return  was  filed.  Stated  difi^er- 
kently,  each  company  in  a  holding-company  group  should  pay 
only  its  pro-rata  share  of  the  tax  paid  for  the  group.  Then  no 
igain  from  this  source  would  be  derived  by  holding  companies. 

The  pro-rata  amount  of  the  total  Federal  income  tax,  paid  by 
an  operating  subsidiary  company,  should  be  properly  treated  on 
the  books  of  the  operating  companies.  These  amounts  are  not 
a  part  of  the  costs  of  producing  and  distributing  electric  energy 
J  or  gas  (pp.  477-479). 
I    The  Commission  further  stated:^ 

|(2)  Direct  Statutory  Inhibitions 

The  more  usual  and  long-established  method  of  legislation 
i;vhich  directly  and  specifically  prohibits  certain  practices,  with 
Droper  penalties,  cannot  be  overlooked  in  discussing  remedies 
['or  the  present  utility  holding  company  situation.  This  means 
*Jiat  a  separate  statute  should  be  drawn  which  makes  felonies 
)r  misdemeanors  of  the  disclosed  abuses  so  far  as  they  may  be 
cached  under  Federal  jurisdiction.  That  is  to  say,  it  would 
ipply  to  all  utility  corporations  or  their  holding  companies  and 
iffiliates  or  subsidiaries  which  are  engaged  in  interstate  com- 
nerce  or  which  directly  afi^ect  such  commerce.  It  is  believed  'such 
egislation  can  be  made  to  cover  situations  where  a  holding 
ompany  controls  in  any  degree  the  acts  and  policies  of  cor- 


(2)  Summary  Report  of  the  Federal  Trade  Commission  to  the  Senate 
f  the  United  States,  pursuant  to  Senate  Resolution  No.  83,  70th  Cong., 
St  Sess.,  on  Holding  and  Operating  Companies  of  Electric  and  Gas  Utili- 
ses, Part  73-A,  Sen.  Doc.  No.  92,  70th  Cong.,  1st  Sess. 
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porations  in  different  States  although  no  one  of  them  operates 
in  more  than  one  State.  The  privilege  of  the  mails  may  also  be 
denied  as  to  all  matter  and  transactions  intended  to  promote 
or  carry  on  the  enumerated  abuses. 

The  recommendations  immediately  following  relate  primarily 
to  protection  of  the  rate-paying  public. 

*  *  *  5.  A  proper  amendment  to  the  Federal  income-tax 
law  to  prevent  collection  of  anticipated  income  taxes  from 
operating  subsidiaries  by  holding  companies  and  nonpayment  to 
the  Government;  also  to  prevent  evasion  of  such  taxes  through 
various  forms  of  so-called  "reorganizations",  carried  on  largely 
within  the  holding  company  groups  and  often  primarily  for  the 
purpose  of  such  avoidance.  In  a  single  instance  such  avoidance 
involved  a  cash  profit  of  over  $9,000,000  (pp.  69-70) . 
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II.    MATERIAL  FROM  THE  SECURITIES  AND 
EXCHANGE  COMMISSION 

|A.     Excerpts  from  Securities  and  Exchange  Commission  Release 
No.  53,  Accounting  Series: 

iFor  Release  in  MORNING  Newspapers 
of  Friday,  November    16,    1945 

SECURITIES  AND  EXCHANGE  COMMISSION 
Philadelphia 
(Securities  Act  of  1933 
I     Release  No.  3  100 
jSecurities  Exchange  Act  of   1934 
I     Release  No.  3750 
Public  Utility  Holding  Company  Act  of  1935 

Release  No.  6200 
Accounting   Series 

Release   No.  53 

In  the  Matter  of  "Charges  in  Lieu  of  Taxes" 

VI 

The  Treatment  of  "Tax  Savings"  in  Financial 
Statements  Filed  With  This  Commission 

I    Cases  involving  the  treatment  of  so-called  "tax  savings"^^  in 


(23)  We  think  it  undesirable  in  principle  and  possibly  misleading  to 
efer  to  this  problem  as  involving  "tax  savings"  although  due  to  the  gen- 
pral  use  of  the  term  in  this  sense  we  have  adopted  that  nomenclature  here. 
It  seems  to  us  that  the  term  "tax  saving"  is  apt  to  connote  some  sort  of 
'tandard  or  normal  tax  law  and  a  standard  or  normal  earnings  year  to 
ivhich  that  law  applies.    The  facts  are,  of  course,  that  there  has  not  been 
[.  static  or  standard  or  "normal"  tax  law  or  tax  status;  nor  has  it  been 
Possible  except  in  most  unusual  cases  to  characterize  any  particular  fiscal 
lear  of  a  company  as  a  "normal  earnings"  year,  from  which  all  others  are 
3  be  regarded   as  departures.    Under  such  conditions,  each  year's  tax  is 
/hatever  happens  to  result  from  the  application  of  the  computation  for- 
mula, provided  by  the  tax  law  of  that  year,  to  the  sum  total  of  taxable 
ransactions  and  tax  deductions  resulting  from  whatever  business  may  have 
;een  done  in  that  particular  year.    Moreover,  the  past  few  years  during 
^hich  the  term  and  the  problem  of  "tax  savings"  appeared  have  clearly 
een  unusual  in  nearly  every  respect.   Finally,  if  the  phenomenon  in  ques- 
:on  is  to  be  described  as  a  "tax  saving"  it  would  seem  necessary  to  describe 
s  a  "tax  loss"  the  failure  to  carry  through  a  transaction  which  it  can  be 
lid  would  have  resulted  in  a  "tax  saving."  And  if  taxes  in  one  year  are 
igher  should  not  that  increase  itself  be  considered  to  be  a  "tax  loss."  Our 
:rong  preference  is  to  describe  the  problem  as  involving  "tax  reductions." 
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financial   statements   have   arisen  with   increasing   frequency  in 

recent  months.    For  that   reason,   as   stated   earlier,   we   feel  it 

desirable  to  state  our  views  as  to  the  treatment  to  be  accorded 

such  items   in   statements   filed  with  us  and  to  point  out  the 

reasons  which  have  led  us  to  those  conclusions. 

******* 

We  now  examine  the  contention  that  income  taxes  should  be 
allocated  "as  other  expenses  are  allocated."  The  accountants 
who  appeared  before  us  cited  to  us  no  other  expense  which,  for 
general  accounting  purposes,  is  allocated  in  the  manner  pro- 
posed for  income  taxes,  nor  have  any  such  instances  otherwise 
come  to  our  attention.  We  note,  moreover,  that  in  a  dissent  to 
the  bulletin  mentioned  earlier  it  was  stated: 

"No  expense  other  than  federal  income  and  profits  taxes 
is  allocated  on  the  basis  of  applying  to  a  given  transaction 
so  much  of  the  expense  as  would  not  have  occurred  if  the 
transaction  to  which  the  expense  is  attributed  had  not 
taken  place.  The  usual  method  is  to  allocate  a  total  expense 
ratably  to  given  accounts  or  transactions  on  a  consistent 
basis." 

The  illustrations  of  expense  allocation  cited  to  us  by  the 
certifying  accountants  in  this  case  appear  to  us  to  support  the 
above  statement.  In  each  case  cited  fhere  was  an  expense  actually 
incurred  that  was  first  allocated  to  the  period  under  the  usual 
accrual  principles  and  then  distributed  over  a  number  of 
accounts.  In  no  case  was  there  an  estimate  made  of  what  the 
expense  would  have  been  under  other  conditions.  In  no  case 
cited,  was  there  a  distribution  of  an  expense  to  several  accounts 
by  means  of  what  can  be  termed  an  algebraic  formula  in  which 
a  negative  sum  is  credited  against  one  item  to  offset  the  positive 
charge  to  another  item  of  an  amount  in  excess  of  the  actual 
expense.  We  do  not  regard  such  a  treatment  as  an  appropriate 
means  of  allocating  income  taxes  in  financial  statements  which 
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purport  to  reflect  the  actual  results  of  operations.  We  have 
t  doubt  indeed  that  such  a  method  can  properly  be  termed  an 
\  allocation  at  all,  as  that  term  is  customarily  used. 

We  note,  in  passing,  moreover,  that  in  the  examples  of 
expense  allocation  cited  to  us  there  existed  a  direct,  almost 
physical  association  between  the  item  being  allocated  and  the 
litem  to  which  it  was  charged.  For  example,  in  the  case  of  real 
.  (estate  taxes  allocated  to  construction  the  tax  item  is  directly  and 
closely  related  to  the  construction.  Likewise,  in  the  case  of 
'brokerage  fees,  and  stamp  or  transfer  taxes,  the  tax  item  is 
Iclosely  and  directly  related  to  the  specific  transaction.  In  both 
\cases,  moreover,  the  tax  is  independent  of  any  other  transactions 
\of  the  company.  Nor  is  there  any  attempt  made  to  increase  in 
the  course  of  the  allocation  the  amount  of  such  taxes  to  an 
estimated  sum.  We  feel  therefore  that  such  illustrations  can  not 
(properly  be  cited  in  support  of  the  proposed  treatment  for  income 
taxes. 

It  is  also  sometimes  pointed  out  that  "cost"  in  the  case  of 
securities  or  property  acquired  is  generally  considered  to  be  the 
jum  of  the  purchase  price  plus  incidental  costs  such  as  brokerage 
ind  any  specific  taxes  paid  by  the  buyer  and  that  on  sale  the 
V  proceeds  are  computed  as  the  selling  price  less  incidental  deduc- 
:ions  such  as  commissions  or  any  specific  taxes  paid  by  the  seller. 
!3y  analogy  and  in  justification  of  the  proposed  treatment  of 
income  taxes  it  is  frequently  urged  that  a  so-called  "tax  saving" 
inust  be  allocated  or  attributed  to  or  ultimately  associated  with 
sarticular  losses  or  expenses  because  the  tax  consequences  of 
he  transaction  involving  the  loss  or  expense  were  a  motivating 
I'actor  in  arriving  at  the  decision  to  consummate  it.  Thus,  it  is 
:laimed  that  a  property  would  not  have  been  sold  but  for  the 
"tax  saving"  thereby  effected  and  that  for  this  reason  it  is  proper 
0  consider  that  the  true  "loss"  on  the  sale  is  not  the  excess  of 
ost   over   selling  price   but  is   equal   instead   to   the  difi^erence 
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between  cost  on  the  one  hand  and  selling  price  plus  "tax  saving" 
on  the  other.  We  do  not  believe  such  an  analogy  is  sound  and 
we  cannot  accept  that  analysis  as  a  basis  for  reporting  the  results 
of  actual  operations.  It  is  undoubtedly  true  that  the  tax  conse- 
quences of  selling  a  property  often  are  an  important  considera- 
tion in  arriving  at  the  decision  to  sell,  and  may  in  some  cases 
have  been  a  deciding  factor.  However,  tax  consequences  un- 
doubtedly play  an  important  role  in  the  making  of  a  great 
variety  of  decisions  involving  the  incurrence  and  amounts  of 
purely  operating  expenses  such  as  advertising,  wage  rates  and 
bonus  plans.  Yet  it  can  hardly  be  argued  that  wages  or  bonuses 
or  advertising  are  to  be  reported  as  less  in  amount  because 
income  taxes  would  have  been  higher  if  the  amounts  spent  on 
such  items  were  less.  We  see  no  basis  for  adopting  a  different 
approach  in  figuring  the  "loss"  involved  in  a  sale  of  property. 
We  feel  instead  that  there  has  been  a  loss  of  the  full  difference 
between  cost  and  selling  price  coupled  with  a  tax  benefit  which 
is  properly  reflected  in  the  lower  taxes  actually  paid.  We  feel 
that  the  proposed  treatment  of  income  taxes  tends  to  obscure 
these  facts  and  that  the  treatment  of  income  taxes  required  by 
our  rules  and  heretofore  almost  universally  followed  clearly 
discloses  what  has  taken  place.  Where  the  tax  paid  for  the  year 
is  unusual  in  amount  because  of  unusual  conditions,  an  appro- 
priate explanation  would  be  called  for  as  is  now  required  in  the 
case  of  other  unusual  events. 

As  to  this  last  principal  contention  urged  by  the  certifying 
accountants  (that  income  taxes  are  an  expense  that  should  be 
allocated  as  other  expenses  are  allocated)  we  feel,  first,  that 
there  is  grave  doubt  whether  income  taxes  can  properly  be  con- 
sidered as  an  expense  in  the  same  category  as  the  cost  of 
materials  or  wages,  and,  second,  that  the  treatment  proposed 
does   not   result   in   the   allocation   of   income   taxes   "as   other 
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expenses  are  allocated."  We  feel  instead  that  the  proposed 
treatment  is  purely  an  effort  to  have  items  shown  in  the  income 
statement  at  what  is  considered  to  be  a  "normal"  amount.  We 
note  that  this  objective  is  clearly  expressed  as  a  prime  purpose 
of  the  method  in  the  bulletin  referred  to  earlier  which  states 
at  p.  185: 

"As  a  result  of  such  [unusual]  transactions  the  income 
tax  legally  payable  may  not  bear  a  normal  relationship  to 
the  income  shown  in  the  income  statement  and  the  accounts 
therefore  may  not  meet  a  normal  standard  of  significance." 
(Emphasis  supplied) 

There  are,  finally,  a  number  of  difficulties  involved  in  the 
proposed  treatment  of  income  taxes  that  deserve  mention  even 
though  they  are  not  directly  related  to  the  specific  contentions 
put  forward  by  the  certifying  accountants  in  the  case. 
I  The  first  involves  the  preparation  of  general  statistical  data 
jfrom  financial  reports.  Under  the  method  proposed,  it  is  per- 
missible to  show,  as  taxes,  an  amount  in  excess  of  the  taxes 
jpayable.  If  such  items  are  totalled  for  a  period  of  years  or  for 
jgroups  of  companies,  they  may  well  be  used  as  evidence  of  the 
[aggregate  amount  of  taxes  paid  by  the  company  or  by  the 
industry.  Obviously  any  such  representation  is  erroneous  and 
will  misstate,  often  very  materially,  the  underlying  facts.  We 
feel  that  we  should  not  permit  the  filing  with  us  of  income 
tatements  which  readily  permit,  if  they  do  not  actually  invite, 
uch  misuse.  Even  a  "charge  in  lieu  of  taxes"  may  result  in 
istorted  overall  statistics  since  it  operates  to  reduce  net  income 
after  taxes  and  so  affects  the  ratio  of  actual  taxes  to  net  income. 
|[f  the  offsetting  credit  is  netted  against  a  surplus  charge  the  dis- 
j:ortion  may  be  permanent.^ 
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(35)  Under  one  variant  of  the  practice  no  change  is  made  in  fnal  net 
nconie.  In  the  statements  originally  filed  in  the  instant  case,  for  example, 
3art  of  the  amount  included  as  a  charge  among  the  operating  expenses  rep- 
■esented  a  $609,949  reduction  in  income  taxes  due  to  the  taking  for  tax 
Jurposes  of  accelerated  amortization  of  emergency  facilities  at  the  rate  of 
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The  second  and  somewhat  technical  problem  is  the  difficulty 
of  the  computation.  It  is  usual  in  contemplating  the  tax  con- 
sequences of  a  proposed  transaction  to  treat  it  as  an  incremental 
or  marginal  item.  Where  tax  rates  are  graduated,  this  results 
in  associating  the  marginal  income  or  expense  with  the  highest 
tax  bracket.  It  is  questionable,  whether  such  a  principle  is  realistic 
when  applied  to  the  results  of  operations  for  a  completed  year. 
Net  taxable  income  is  a  composite  of  all  taxable  income  and  all 
deductible  items  applicable  to  the  period.  The  propriety  of 
singling  out  any  specific  item  as  the  item  which  is  taxed  in  the 
highest  tax  bracket,  is  doubtful.  Moreover,  in  applying  the 
theory  to  losses  and  expenses  it  would  appear  that  the  existence 
of  a  reduction  in  taxes  is  due  not  only  to  the  expense  but  is 
equally  dependent  on  the  existence  of  taxable  income  to  offset 
the  expense.  It  would  appear  possible  that  some  part  of  the  bene- 
fit from  the  "reduction"  ought  to  be  attributed  to  the  existence 
of  income.^*^  Even  if  this  point  be  waived,  however,  there  has 

20%  a  year  while  in  the  financial  statements  only  normal  depreciation  was 
being  accrued.  See  p.  11  supra  and  Exhibit  A.  In  the  original  statements 
this  $609,949  was  added  back  as  the  last  item  in  the  account.  This  internal 
in-and-out  treatment  appears  to  us  to  suffer  from  all  of  the  difficulties  we 
have  discussed  even  though  no  change  results  in  the  amount  of  "net  in- 
come." In  our  opinion,  an  overstatement  of  operating  expenses  is  not  cor- 
rected by  "adding  back"  the  amount  of  the  overstatement  at  a  later  point 
in  the  income  statement.  Such  treatment  is  in  our  view  artificial  and  de- 
ceptive to  all  but  the  most  experienced  reader.  While  there  may  be  some 
grounds  for  crediting  such  reductions  in  taxes  to  a  special  amortization 
reserve  there  is  none  for  the  equivocal  practice  here  followed. 

(36)  We  note  the  customary  solution  of  a  somewhat  similar  problem 
that  arises  when  a  group  of  companies  files  a  consolidated  tax  return.  In 
assigning  to  each  constituent  its  fair  share  of  the  consolidated  tax  paid  by 
the  group  it  is  usual  to  divide  the  actual  tax  among  the  companies  who 
would  have  had  to  pay  a  tax  on  an  individual  basis.  If  one  of  the  included 
companies  operated  at  a  loss,  the  consolidated  tax  is  of  course  reduced,  ■ 
but  no  part  of  the  "saving"  is  ordinarily  paid  over  to  the  loss  company 
by  the  other  members  of  the  group.  Instead,  only  those  contributing  income 
to  the  consolidated  return  share  directly  in  the  benefit  of  the  current  reduc- 
tion. This  principle  is  incorporated  in  our  Rule  U-45  under  the  Public 
Utility  Holding  Company  Act. 
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been  no  satisfactory  analysis  presented  of  the  effect  to  be  given 

to  the  carry-back,  carry-forward  provisions  of  the  present  income 

tax  law.  Without  exploring  all  of  the  possible  difficulties,  one 

case  may  be  cited.  Suppose  that  a  loss  has  been  charged  to  surplus 

\  but  is  deductible  for  taxes.  Suppose  further  that  in  accordance 

i  widi  the  present  proposal  there  is  charged  to  income,  as  pro- 

I  j  vision  for  taxes,  the  amount  of  $200,000  although  the  actual 

tax  amounts  to  only  $50,000.  If  in  the  next  year  the  company 

j  suffers  an  operating  loss  of  $500,000,  then  in  view  of  the  carry- 

iback  provisions  the  reader  of  the  two  income  statements  would 

i  reasonably  expect  to  find  a  carry-back  refund  of  $200,000 — the 

amount  shown  as  taxes  in  the  first  year.  However,  obviously  no 

more  than  $50,000  would  actually  be  refundable.  The  question 

arises  whether  having  overstated  taxes  in  the  first  year  it  is  not 

necessary,  to  be  consistent,  to  overstate  the  refund  in  the  second 

year.  Finally,  there  are  the  permutations  in  the  computation  where 

a  company  pays  taxes  as  a  member  of  a  consolidated  group.  In 

addition  to  the  allocation  of  the  actual  tax  paid  among  the  several 

companies  in  the  group,  the  proposed  treatment  raises  the  difficult 

question  of  whether  the  amount  of  the  so-called  "saving"  is  to 

jbe  computed  on  the  basis  of  a  company's  individual  status  or  on 

that  of   the   consolidated   group   and,   once  this  is  decided,   of 

[whether  to     allocate  this  "saving"  as  between  the  several  com- 

(panies  or  attribute  it  solely  to  the  company  having  the  deduction 

|— even  though  perhaps  it  itself  contributed  no  taxable  income! 

The  third  difficulty  is  the  propriety  of  singling  out  the  income 

tax  item  for  adjustment  on  the  ground  that  it  does  not  bear  a 

"normal"    relationship    to    the    income    reported.    Particularly, 

under   conditions   like   the   present,   many   if   not   most   of   the 

income  and  expense  items  bear  unusual  relationships  to  each 

Dther.  Under  the  influence  of  the  war  sales  volumes  are  often 

very  high.   Maintenance  may  be  very  high   due  to  continuous 

operation  of  the  plant,  or  very  low  because  of  the  inability  to 
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obtain  materials  and  labor,  or  very  high  because  of  the  use  of 
inexperienced  labor  and  the  inability  to  get  new  machinery,  or 
very  low  because  operations  cannot  be  stopped  long  enough  to 
make  thorough-going  maintenance  possible.  Selling  costs  may  be 
very  low  because  of  the  volume  of  war  business  or  very  high 
because  of  the  use  of  advertising  to  keep  restricted  products  in 
the  public's  mind.  With  many  items  of  income  and  expense  apt 
to  be  out  of  line,  there  appears  to  be  little  justification  and  a 
good  deal  of  danger  in  singling  out  one  item  for  adjustment. 

III.    MATERIAL  FROM  THE  NATIONAL  ASSOCIATION  OF 
RAILROAD  AND  UTILITIES  COMMISSIONERS 

A.  Excerpts  from  the  1 943  Report  of  the  Committee  on  Accounts 
and  Satistics  of  the  National  Association  of  Railroad  and 
Utilities  Commissioners. 

The  subject  of  federal  income  and  excess  profits  taxes  has 
reached  an  importance  in  utility  regulation  requiring  our  constant 
consideration. 

It  has  come  to  our  attention  that  some  utilities  are  including 
in  the  expense  accounts  for  taxes,  as  a  part  of  the  accrual  for 
federal  income  and  excess  profits  taxes,  amounts  which  they  do 
not  pay  because  of  advantage  gained  by  them  from  certain 
statutory  deductions.  We  wish  to  call  to  your  attention  the  fact 
that  only  the  amount  which  it  is  anticipated  will  actually  be 
payable  for  federal  income  and  excess  profits  taxes  can  be  in- 
cluded in  the  expenses  of  a  public  utility  under  the  systems  of 
accounts  now  in  effect.  The  so-called  "provision  in  lieu  of  taxes" 
may  not  be  entered  as  an  expense  of  the  utility,  nor  may  the 
amount  of  taxes  which  would  have  been  payable,  had  certain 
statutory  deductions  not  been  available,  be  recorded  as  the  tax 
expense. 

In  view  of  the  importance  of  such  taxes,  the  Committee  has 
endeavored  to  prepare  a  report  form  that  will  present  to  the 
regulatory  commissions   such  information  as   it  must  have  for 
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an  adequate  understanding  of  the  impact  of  federal  income 
taxes.  Our  endeavor  is  to  prepare  a  form  that  will  not  involve 
substantial  additional  work  and  still  will  provide  the  necessary 
information.   A  draft  of  such  form  was  prepared  by  the  conferee 

;  representing  the  Michigan  Commission  (Mr.  C.  R.  Angell)  and 

1  the  said  draft  has  been  discussed  at  our  meetings.  Such  discus- 
I   sion  has  brought  out  certain  difficulties  which  it  is  hoped  will 

I  soon  be  overcome.  After  the  said  report  has  been  prepared  to 
the  satisfaction  of  the  Committee,  it  will  be  circulated  among  all 

'of  the  member  commissions  for  their  attention  (pp.  255-56). 

Excerpts  from  the  1 945  Report  of  the  Committee  on  Accounts 
and  Statistics  of  the  National  Association  of  Railroad  and 
I         Utilities  Commissioners. 

Federal  Income  and  Excess  Profits  Taxes 
In  the  1943  and  1944  reports  of  the  Committee,  attention  was 
directed  to  the  problem  of  accounting  for  federal  income  and 
excess  profits  taxes  by  utility  companies.  Since  the  beginning  of 
khe  period  of  high  wartime  taxes  it  has  been  the  practice  of 
[many  utilities  to  include  in  their  tax  accounts  or  in  unprescribed 
accounts,  such  as  "charges  in  lieu  of  taxes,"  amounts  which  do 
Inot  represent  taxes  actually  payable.  Specifically,  these  amounts 
represent  reductions  in  taxes  otherwise  payable  except  for  extra- 
prdinary  transactions  such  as  a  refunding  of  bonds,  losses  on 
sales  of  non-operating  property,  and  of  statutory  provisions  per- 
mitting amorti2ation  for  tax  purposes  over  a  five-year  period  of 
pertain  facilities  which  xjualify  under  the  tax  law  as  emergency 
facilities.  The  whole  question,  however,  is  complicated  by  a 
paltiplicity  of  circumstances  whereby  there  is  non-conformity 
!)f  taxable  net  income  and  financial  net  income  reflected  by  a 
itility's  books  of  account. 

Extensive  study  also  has  been  given  to  this  question  by  the 
[rtaff  of  the  Securities  and  Exchange  Commission,  who  furnished 
considerable  material  to  aid  the  Committee  in  its  consideration 
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of  the  question.  At  the  May,  1945  meeting,  the  Committee 
culminated  its  study  of  the  problem  by  concurrence  in  the  follow- 
ing points: 

(1)  Income  tax  expense  accounts  should  be  charged  with 
no  more  than  the  actual  tax  liability  or  a  reasonable  estimate 
thereof. 

(2)  A  caption,  "charges  in  lieu  of  taxes"  or  similar  title 
should  not  be  used. 

(3)  When  charges  to  income  measured  by  tax  savings 
are  made,  they  must  be  made  to  the  proper  account  for  the 
item  to  be  charged  off  and  must  be  adequately  described. 

(4)  In  assigning  income  taxes  to  departments  and  non- 
utility  operations  and  transactions,  the  distribution  should 
be  to  those  departments,  etc.,  which  show  net  profits  or 
income;  it  is  not  permissible  to  assign  negative  amounts  to 
departments,  etc.,  which  show  net  losses. 

An  interpretation  in  accord  with  the  foregoing  is  included 
with  this  report. 

The  Chairman  of  your  Committee  canvassed  the  views  of  the 
members  and  conferees  and  submitted  the  question  for  further 
discussion  at  the  meeting  in  May,  1945.  On  the  basis  of  this 
interchange  of  views,  the  Chairman  was  authorized  to  issue  the 
following  statement: 

*  *  *  For  accounting  purposes  no  charge  can  be  permitted 
in  operating  expenses  except  for  expenses  actually  incurred 
during  the  period  for  which  the  income  statement  is  pre- 
pared. Provisions  for  future  expenditures  made  during  a 
current  period  must  be  made  by  means  of  an  appropriation 
of  net  income. 

With  respect  to  the  rate-making  treatment,  the  following 
should  be  observed: 

(a)  The  inclusion  as  an  operating  expense  of  any  por- 
tion of  tax  savings,  regardless  of  how  they  are  described 
or  of  what  they  are  to  cover,  is  entirely  unwarranted,  (pp. 
458-460) 
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IV.    MATERIAL  FROM  THE  TREASURY  DEPARTMENT 

A.     I.T.  3637  [  1 944  Cumulative  Bulletin  258] : 

I  Section  29-115-3:  Earnings  or  profits. 

Internal  Revenue  Code. 

For  the  purpose  of  determining  the  earnings  and  profits 
of  each  member  of  an  affihated  group  of  corporations  for 
the  taxable  year  1942  in  order  to  ascertain  the  amount  of 
earnings  and  profits  of  each  member  of  the  group  which  is 
available  for  dividends,  the  consolidated  income  tax  for 
that  year  should  be  apportioned  between  the  members  of 
the  group  in  consonance  with  the  ratio  of  each  corpora- 
tion's normal-tax  net  income  to  the  consolidated  normal-tax 
j  net  income,  and  the  consolidated  excess  profits  tax  should 
be  apportioned  between  the  members  of  the  group  on  the 
basis  of  the  adjusted  excess  profits  net  income. 

Advice  is  requested  as  to  the  proper  method  of  allocating 
.consolidated  income  and  excess  profits  taxes  for  1942  in  the 
(case  of  an  affiliated  group  of  corporations  for  the  purpose  of 
jdetermining  the  amount  of  the  earnings  and  profits  of  each 
jmember  of  the  group  which  is  available  for  dividends. 

Authority  for  the  filing  of  consolidated  income  and  excess 
(profits  tax  returns  for  the  year  1942  is  found  in  section  l4l(a) 
pf  the  Internal  Revenue  Code,  as  amended  by  section  159(a) 
d£  the  Revenue  Act  of  1942.    Section  l4l(b)   of  the  Code,  as 
amended,  delegates  to  the  Commissioner  of  Internal  Revenue, 
[ivith  the  approval  of  the  Secretary  of  the  Treasury,  the  right 
:o  prescribe   such   regulations   as   he   may   deem   necessary   "in 
Drder  that  the   tax  liability  of  any  affiliated  group  of  corpora- 
ions  *  *  *  and  of  each  corporation  in  the  group  *  *  *  may  be 
eturned,  determined,  computed,  assessed,  collected,  and  adjusted, 
n  such  manner  as  clearly  to  reflect  the  income-  and  excess-profits- 
ax  liability  *  *  *  and  in  order  to  prevent  avoidance  of  such  tax 
'lability."    In  so  far  as  they  are  pertinent  to  the  present  inquiry, 
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Regulations  104,  the  consolidated  income  tax  regulations,  and 
Regulations  110,  the  consolidated  excess  profits  tax  regulations, 
are  substantially  identical. 

Section  33.12(a)  of  Regulations  110  provides  that  the  con- 
solidated return  shall  be  filed  by  the  common  parent  corpora- 
tion for  the  affihated  group.  Section  33.12(b)  prescribes  that 
each  subsidiary  must  prepare  a  certain  statement  consenting  to 
Regulations  110  and  authorizing  the  common  parent  corpora- 
tion to  make  the  consolidated  return.  Section  33.15(a)  of  Regu- 
lations 110  prescribes  that  "Except  as  provided  in  paragraphs 
(b)  [liability  of  a  corporation  in  bankruptcy  or  receivership] 
and  (c)  [liability  of  a  subsidiary  after  withdrawal  from  the 
group],  the  common  parent  corporation  and  each  subsidiary 
*  *  *  shall  be  severally  liable  for  the  tax  *  *  *."  Section 
33.16(a)  of  Regulations  110  reads  in  part  as  follows: 

The  common  parent  corporation  shall  be  for  all  purposes 
[except  where  a  subsidiary  has  withdrawn  from  the  group 
and  except  where  the  common  parent  corporation  is  dis- 
solved] *  *  *  the  sole  agent,  duly  authorized  to  act  in  its 
own  name  in  all  matters  relating  to  such  tax,  for  each 
corporation  *  *  *  of  the  affiliated  group.  The  corpora- 
tions, other  than  the  common  parent,  shall  not  have  author- 
ity to  act  for  or  to  represent  themselves  in  any  such  matter. 
For  example,  all  correspondence  will  be  carried  on  directly 
with  the  common  parent;  notices  of  deficiencies  will  be 
mailed  only  to  the  common  parent  *  *  *;  the  common 
parent  will  file  petitions  and  conduct  proceedings  before 
the  Board  of  Tax  Appeals  [now  The  Tax  Court  of  the 
United  States]  *  *  *;  the  common  parent  will  file  claims 
for  refund  or  credit;  refunds  will  be  made  directly  to  and 
in  the  name  of  the  common  parent  *  *  *;  and  the  com- 
mon parent  in  its  name  will  give  waivers,  giwt  bonds,  and 
execute  closing  agreements  *  *  *  and  all  other  documents, 
and  any  waiver  or  bond  so  given  *  *  *  or  any  other  docu- 
ment so  executed,  shall  be  considered  as  having  also  been 
given  or  executed  by  each  such  corporation. 
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For  the  year  1941,  except  in  the  cases  of  affiliated  railroad 
corporations  and  Pan-American  trade  corporations,  consolidated 
returns  were  not  permitted  for  Federal  income  tax  purposes, 
such  returns  being  allowed  only  in  connection  with  the  excess 
.profits  tax.  With  respect  to  the  year  1941,  section  23(c)  (l)  (B) 
of  the  Internal  Revenue  Code,  prior  to  its  amendment  by  sec- 
tion 105(c)(1)  of  the  Revenue  Act  of  1942,  permitted  the 
excess  profits  tax  as  a  deduction  in  determining  normal-tax  net 
lincome.  In  this  connection.  Treasury  Decision  5086  (C.B.  1941-2, 
138,  at  page  AG),  amending  Regulations  103  to  conform  to  the 
[Revenue  Act  of  1941,  added  section  19.23(c) -4,  relating  to 
jdeductibility  of  the  excess  profits  tax  imposed  by  Sub-chapter 
E  of  Chapter  2  of  the  Code.  Paragraph  (d)  of  section  19.23(c)- 
J4  of  Regulations  103,  as  so  added,  provides  as  follows: 

The  deduction  allowable  to  a  taxpayer  which  is  a  mem- 
ber of  an  affiliated  group  filing  a  consolidated  excess- 
profits  tax  return  is  an  amount  which  bears  the  same  ratio 
to  the  excess-profits  tax  of  the  group  as  the  normal-tax 
net  income  of  the  taxpayer,  computed  without  a  deduction 
for  excess-profits  tax,  bears  to  the  sum  of  the  normal-tax 
net  incomes  of  the  several  members  of  the  group,  computed 
without  a  deduction  for  excess-profits  tax. 

As  shown  above,  in  the  case  of  a  consolidated  return,  each 
nember  of  the  affiliated  group  is  severally  liable  for  both  the 
ncome  tax  and  the  excess  profits  tax.  It  has  also  been  shown 
fhat  all  tax  matters  are  handled  solely  by  the  common  parent 
orporation.  That  is  for  administrative  reasons;  each  legal  entity 
s  still  preserved.  It  was  stated  in  Senate  Report  No.  960,  Seven- 
ieth  Congress,  first  session  (C.B.  1939-1  (Part  2),  409,  at  pages 
tl8,  4l9),  in  connection  with  the  revenue  bill  of  1928: 

The  advisory  committee  of  the  Joint  Committee  on  In- 
ternal Revenue  Taxation,  the  members  of  which  worked 
most  of  the  summer  in  preparing  suggestions  for  the  simpli- 
fication of  the  revenue  laws  and  their  administration,  reached 
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the  conclusion  that,  because  of  the  difficulties  encountered 
in  administration,  there  should  be  a  substitute  for  the  con- 
solidated returns  provision.  It  should  be  emphasized  that 
this  conclusion  was  reached,  not  upon  the  ground  that  con- 
solidated returns  were  unsound,  that  additional  revenues 
would  be  received  by  the  elimination  of  the  consolidated 
returns  provision,  but  solely  upon  the  ground  that  the 
administration  of  the  law  would  be  simplified. 

The  permission  to  file  consolidated  returns  by  affiliated 
corporations  merely  recognizes  the  business  entity  as  dis- 
tinguished from  the  legal  corporate  entity  of  the  business 
enterprise. 

*  *  *  The  committee  believes  it  to  be  impracticable  to 
attempt  by  legislation  to  prescribe  the  various  detailed  and 
complicated  rules  necessary  to  meet  the  many  differing 
and  complicated  situations.  Accordingly,  it  has  found  it 
necessary  to  delegate  power  to  the  Commissioner  to  pre- 
scribe regulations  legislative  in  character  covering  them.       ' 

The  Bureau  is  not  concerned  with  arrangements  made  between 
affiliated  companies  as  to  the  payment  of  the  tax.  The  regula- 
tions look  to  payment  being  made  by  the  parent  corporation 
only,  as  such  corporation  is  the  only  member  of  the  group 
which  can  transact  negotiations  with  respect  to  the  tax.  As  a 
matter  of  fact,  one  of  the  affiliates  may  make  all  of  the  tax  pay- 
ment via  the  parent  corporation,  but  if  there  is  an  overpay- 
ment, the  refund  is  made  to  the  parent  corporation.  (See  section 
33.16(a),  Regulations  110,  supra.) 

In  determining  the  amount  of  earnings  and  profits  of  each 
member  of  the  affiliated  group  which  is  available  for  dividend 
purposes,  it  is  necessary  that  each  company's  earnings  be  sepa- 
rately ascertained.  One  of  the  factors  in  determining  earnings 
and  profits  for  any  taxable  year  is  the  amount  of  income  and 
excess  profits  taxes  due  for  such  year.    In  a  consolidated  returr 
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case,  the  consolidated  taxes  should  be  allocated,  as  set  forth 
below,  to  each  member  of  the  affiliated  group.  The  fact  that 
the  parent  corporation  pays  all  of  the  tax  should  not  militate 
against  such  an  allocation.  As  heretofore  indicated,  such  tax  is 
paid  by  the  parent  as  agent  for  the  subsidiaries. 

Accordingly,  it  is  held  that  for  the  purpose  of  determining 

the  earnings  and  profits  of  each  member  of  an  affiliated  group 

of  corporations  for  the  taxable  year  1942  in  order  to  ascertain 

i  the  amount  of  earnings  and  profits  of  each  member  of  the  group 

which  is  available  for  dividends,  the  consolidated  income  tax 

J  for  that  year  should  be  apportioned  between  the  members  of 

I  the  group  in  consonance  with  the  ratio  of  each  corporation's 

'  normal-tax  net  income  to  the  consolidated  normal-tax  net  in- 

j  come.   The  consolidated  excess  profits  tax  should  be  apportioned 

between  the  members  of  the  group  on  the  basis  of  the  adjusted 

excess  profits  net  income. 

I B.     I.T.  3692  [  1 944  Cumulative  Bulletin  261  ] : 

i  Section  29-115-3;  Earnings  or  profits. 

!  Internal  Revenue  Code. 

Method  of  determining  the  earnings  and  profits  of  each 
member  of  an  affiliated  group  of  corporations  filing  con- 
solidated Federal  income  and  excess  profits  tax  returns  for 
1942  and  subsequent  taxable  years,  in  order  to  ascertain 
the  amount  of  earnings  and  profits  of  each  member  of  the 
group  which  is  available  for  dividends. 

I.T.  3637  (page  258,  this  Bulletin)  amplified. 

Request  is  made  for  an  amplification  of  I.T.  3637  (page  258, 
this  Bulletin),  relating  to  the  method  of  determining  the  earn- 
ings and  profits  of  each  member  of  an  affiliated  group  of  cor- 
porations filing  consolidated  Federal  income  and  excess  profits 
tax  returns  for  the  taxable  year  1942  in  order  to  ascertain  the 
i  [amount  of  earnings  and  profits  of  each  member  of  the  group 
which  is  available  for  dividends. 


22  Appendix 

For  the  purpose  of  determining  the  earnings  and  profits  of 
each  member  of  an  affiliated  group  of  corporations  for  the  tax- 
able year  1942  and  subsequent  years  in  order  to  ascertain  the 
amount  of  earnings  and  profits  of  each  member  of  the  group 
which  is  available  for  dividends,  the  consolidated  income  tax 
(line  41,  page  1,  Form  1120)  should  be  apportioned  between 
the  members  of  the  group  in  accordance  with  the  ratio  of  that 
portion  of  the  consolidated  normal-tax  net  income  attributable 
to  each  member  of  the  affiliated  group  to  the  consolidated 
normal-tax  net  income  (line  40,  page  1,  Form  1120),  leaving 
out  of  consideration  any  member  of  the  group  having  no  net 
income.  The  consolidated  excess  profits  tax  (line  18(c),  page  , 
1,  Form  1121)  should  be  apportioned  between  the  members 
of  the  group  in  accordance  with  the  ratio  of  that  portion  of 
the  consolidated  adjusted  excess  profits  net  income  attributable 
to  each  member  of  the  affiliated  group  to  the  consolidated  ad- 
justed excess  profits  net  income  (line  8,  page  1,  Form  1121), 
leaving  out  of  consideration  any  member  of  the  group  having 
no  net  income.  The  taxes  thus  determined  should  be  (a)  de- 
creased by  the  amount  of  the  consolidated  credit  for  debt  retire- . 
ment  (line  21,  page  1,  Form  1121)  attributable  to  each  com- 
pany; (b)  increased  or  decreased,  as  the  case  may  be,  by  the 
amount  of  any  section  734  adjustment  (line  23,  page  1,  Form 
1121)  attributable  to  each  company;  and  (c)  decreased  by  the, 
amount  of  the  consolidated  credit  for  foreign  taxes  attributable 
to  each  company  (line  19,  page  1,  Form  1121).  In  the  event 
that  the  income  taxes  paid  to  a  foreign  country  or  United 
States  possession  are  in  excess  of  the  amounts  allowed  as  credits, 
the  excess  should  be  taken  into  consideration  in  arriving  at  the 
earnings  available  for  dividends. 
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C.     Excerpt   from   T.D.   5086,   Amendments  to   Regulations   103 
[1941-2  Cumulative  Bulletin  461: 

Par.  21.     There  is  inserted  immediately  after  section  19.23(c)- 
3  the  following: 

Sec.  19.23(c) -4.  Excess-profits  tax  under  Subchapter  E 
of  Chapter  2  of  the  Internal  Revenue  Code. — The  deduct- 
ibility of  the  excess-profits  tax  imposed  by  Subchapter  E  of 
Chapter  2  of  the  Internal  Revenue  Code  is  subject  to  the 
following  special  rules: 
*  *  *  *  *  *  * 

(d)  The  deduction  allowable  to  a  taxpayer  which  is  a 
member  of  an  affiliated  group  filing  a  consolidated  excess- 
profits  tax  return  is  an  amount  which  bears  the  same  ratio 
to  the  excess-profits  tax  of  the  group  as  the  normal-tax 
net  income  of  the  taxpayer,  computed  without  a  deduction 
for  excess-profits  tax,  bears  to  the  sum  of  the  normal-tax 
.  net  incomes  of  the  several  members  of  the  group,  computed 
without  a  deduction  for  excess-profits  tax. 

f.     Tabulation   of  Congressional   Material   Relating  to   Consoli- 
dated Tax  Returns. 

enate  Finance  Committee  Reports  on  the  Revenue  Bills  of  1918, 

1921,  1928,  1932  and  1934. 
louse  Ways  and  Means  Committee  Reports  on  the  Revenue 

Bills  of  1921,  1928  and  1934. 
klemorandum  of  the  Senate  Finance  Committee  on  the   1918 

Revenue  Act. 
Leport  of  the  Joint  Committee  on  Internal  Revenue  Taxation 

(1926). 
learings  before  the  Senate  Finance  Committee  on  the  Revenue 

Act  of  1928. 
''reliminary  Report  of  Sub-Committee  of  the  House  Ways  and 

Means  Committee  on  Prevention  of  Tax  Avoidance  (1933). 
ilearings  before  the  House  Ways  and  Means  Committee  on  the 

Revenue  Revision  of  1934. 
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Hearings  before  the  Senate  Finance  Committee  on  the  Revenue 

Act  of  1934. 
Joint  Hearings  of  the  House  Ways  and  Means  Committee  and 

the   Senate   Finance   Committee   on   Excess   Profits   Taxation 

(1940). 
Hearings  before  the  Senate  Finance  Committee  on  the  Revenue 

Act  of  1940. 
Hearings  before  the  House  Ways   and  Means  Committee  on 

Revenue  Revision  of  1942. 
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IN  THE 


United  States 
Court  of  Appeals 

For  the  Ninth  Circuit 


The  Western  Pacific  Railroad  Corpora- 
tion and  Alexis  I.  duP.  Bayard,  Receiver, 
Plaintiffs  and  Appellants, 
and 

Meredith  H.  Metzger,  Henry  Offerman 
and  J.  S.  Farlee  &  Co.,  Inc.,  a  corporation, 
Interveners  and  Appellants, 
vs. 

The  Western  Pacific  Railroad  Company, 
et  al.. 

Defendants  and  Appellees. 


Reply  Brief  of  Appellants 

The  Western  Pacific  Railroad  Corporation 

and  Alexis  I.  duP.  Bayard,  Receiver 


An  examination  of  defendant's  brief  shows  the  following  prop- 
litions  proved  or  admitted: 


Appellee  The  Western  Pacific  Railroad  Company  will  be  referred  to  as 
rfendant,  and  appellant  The  Western  Pacific  Railroad  Corporation  as 
laintiff.  The  symbol  "O.B."  will  be  used  to  refer  to  that  appellant's  open- 
ig  brief;  "D.Br."  refers  to  appellee's  brief.  References  to  the  record  and 
liibits  will  be  made  in  the  manner  described  in  the  footnote  on  O.B.  2. 
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1.  The  defendant  paid  its  $17,000,000  tax  liability  by  the  m 
of  plaintiff's  loss;  otherwise  the  $17,000,000  would  have  bee 
paid  by  defendant  into  the  United  States  Treasury.*  | 

2.  The  plan  of  using  plaintiff's  rights  was  conceived  and  e:' 
ecuted  by  defendant  without  any  consideration  whatever  of  plaii 
tiff,  at  a  time  when  plaintiff's  officers  were  employees  of  defenc 
ant  and  acting  at  its  direction. 

3.  At  the  time,  plaintiff  had  no  economic  interest  in  defenc 
ant  and  owed  it  no  duty.  On  the  contrary,  defendant  occupie 
a  fiduciary  relationship  toward  plaintiff. 

On  plain  principles  of  law  it  is  submitted  that  plaintiff  is  ther 
fore  entitled  to  judgment. 

Defendant's  brief  is  mainly  devoted  to  three  arguments: 

1.  Defendant  contends  that  plaintiff  cannot  recover  because  wh; 
was  done  was  in  accord  with  general  business  practice  an 
the  previous  conduct  of  these  parties. 

The  short  ansv/er  to  this  is  that  it  is  not  so.  When  the  returi- 
were  filed  plaintiff  was  a  complete  economic  stranger  to  defen( 
ant  and  had  no  pecuniary  interest  in  it.  What  was  done  at  s 
earlier  time  when  plaintiff  owned  all  defendant's  stock  and  ben 
fited  from  any  tax  or  other  advantage  accruing  to  defendant 
completely  irrelevant  here.  As  the  court  below  held,  in  excludir 
defendant's  proffered  evidence  of  general  business  practice,  thei 
is  not  only  no  general  practice  in  the  filing  of  consolidated  r 
turns  by  companies  where  one  has  no  economic  interest  in  tl 
other  but  this  case  is  sui  generis. 

2.  Defendant  contends  that  a  judgment  for  plaintiff  would  ci 
cumvent  the  reorganization  plan  and  give  plaintiff  a  share  c 


♦Defendant's  brief,  admitting  savings  from  use  of  plaintiff's  right 
asserts  that  they  are  some  unspecified  amount  less  than  $17,000,000  becau: 
it  would  have  been  possible  for  defendant  "to  file  separate  returns  and  tal 
advantage  of  deductions  unavailable  under  consolidated  returns"  (D.B 
26,  65,  66). 

The  same  contention  was  tried,  briefed  and  argued  below,  and  the  tri 
court  found  against  defendant.  It  found  specifically  (267)  that  the  ta 
benefit  which  defendant  obtained  by  use  of  plaintiff's  loss  was  $17,201,73!. 
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defendant's  earnings,  after  the  Supreme  Court  had  held  that 
its  interest  was  valueless. 

The  answer  to  this  is  that  the  reorganization  plan  contemplated 
hat  defendant  would  pay  its  taxes  in  full,  and  it  would  have  done 
0  if  it  had  not  appropriated  plaintiff's  loss  and  used  it  to  pay  its 
axes.  Plaintiff  does  not  seek  to  share  in  defendant's  earnings,  or 
0  share  in  its  equity.  It  asks  that  defendant  account  for  the  benefit 
:  received  through  the  use  of  plaintiff's  property  and  rights — the 
lischarge  of  its  $17,000,000  tax  liability  (see  O.  B.  93). 

.  Its  attempt  to  defeat  plaintiff's  claim  on  the  merits  failing, 
defendant  argues  that  even  though  it  may  owe  plaintiff  $17,- 
000,000,  it  need  not  pay  because  the  claim  was  not  presented 
in  the  bankruptcy  court  and  is  barred  by  its  final  decree. 

The  answer  to  this  is  that  pursuant  to  the  Reorganization  Plan 
nd  the  court's  decree  defendant  assumed  and  agreed  to  discharge 
11  liabilities  of  the  trustees,  which  would  include  this  liability  if 

arose  during  bankruptcy;  but  in  fact  the  liability  arose  and  the 
bligation  to  account  became  fixed  long  afterward.  The  final 
ecree  was  not  intended  to,  did  not  and  could  not  bar  plaintiff's 
laim. 


These  are  defendant's  chief  points.  We  cannot  refrain  from 
oting  that  in  defendant's  brief  there  is  an  entire  absence  of  a 
^cognition  that  throughout  this  transaction  defendant  was  a 
duciary  for  plaintiff  and  owed  it  the  duty  of  acting  in  the  highest 
Dod  faith  and  with  a  scrupulous  regard  for  the  rights  of  its  stock- 
Dlders  who  had  lost  their  $75,000,000  investment.  Defendant's 
rief  shows  a  like  disregard,  or  perhaps  a  studied  avoidance,  of 

e  fact  that  during  this  time  plaintiff  and  defendant  were  entire 
Honomic  strangers,  without  financial  interest  one  in  the  other. 
hese  attitudes  explain  perhaps,  though  they  do  not  excuse,  the 
sfendant's  callous  disregard  of  plaintiff's  rights.  Defendant  may 


ii( 
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have  believed,  if  it  gave  any  thought  to  plaintiff  at  all,  which  we 
doubt,  that  a  corporation  in  ruin,  with  its  principal  officer  in  the 
office  of  the  defendant's  attorney  and  in  the  defendant's  pay,  had 
no  rights.  * 

It  would  indeed  be  a  perversion  of  equity  and  the  Revenue  Laws 
if  the  defendant  v/ho  owed  $17,000,000  in  taxes,  and  paid  those, 
taxes  by  using  plaintiff's  property  and  rights,  should  retain  thel 
unjust  enrichment  thus  resulting.  There  has  been  much  talk  of  j 
"tax  savings"  here.  In  reality  the  defendant  simply  paid  its  taxes 
with  the  plaintiff's  property.  The  government  permitted  taxes  to 
be  paid  in  this  way,  because  the  policy  of  the  law  intended  thef 
benefit  thereof  to  ameliorate  the  loss  of  the  affiliate,  whose  lossj 
paid  the  tax.  Defendant  took  something  having  a  use  value  of 
$17,000,000  away  from  the  plaintiff  and  paid  its  own  taxes  with 
it.   Justice  is  not  impotent  to  grant  relief,  simply  because  the 
factual  situation  is  unique  and  the  amount  involved  large. 

Defendant  argues  that  "merchandising  tax  advantages"  is 
against  the  policy  of  the  law  (D.  Br.  64).  If  the  use  of  plaintiff's 
rights  to  give  defendant  a  tax  advantage  was  rightful  as  respects 
the  government — and  defendant  and  plaintiff  agree  that  it  was' 
— it  is  pharasaical  to  say  that  defendant  is  precluded  from  ac- 
counting for  the  advantage.  And,  if  its  use  as  respects  the  govern-' 
ment  were  wrongful,  it  is  a  strange  argument  to  contend  that 
there  is  a  public  policy  which  requires  a  wrongdoer  to  keep  its 
pockets  lined  (cf.  O.  B.  82-87).  As  we  have  shown  (O.  B.  39-50), 
only  an  accounting  to  plaintiff  can  remove  the  case  from  the  con- 
demnation of  "merchandising  tax  advantages"  and  of  utilizing 
consolidated  returns  for  merely  tax  reducing  purposes. 

The  chief  characteristic  of  defendant's  brief  is  that  a  number 
of  legal  fallacies  and  erroneous  assumptions  run  throughout  all 
its  arguments.  If  these  are  extracted,  the  arguments  crumble. 

This  Reply  Brief  is  divided  into:  (l)  An  analysis  of  defend- 
ant's principal  assertions  on  the  merits,  and  (2)  an  answer  to  the 
technical  defense  that  even  if  plaintiff  "had  a  valid  claim,"  it 
is  barred  by  the  Reorganization  decree  (D.  Br.  68-83). 


m 


.  DISCUSSION 

DEFENDANT'S  ARGUMENTS  ON  THE  MERITS  ARE  PERMEATED 
^1    BY  CERTAIN  FALLACIES  AND  ERRONEOUS  ASSUMPTIONS 

k.  The  Fallacious  Persistence  in  Refusing  to  Recognize  the  Unique 
Fact  of  This  Case — the  Severance  of  the  Economic  Unity — and 
in  Referring  to  Alleged  "Past  Practice"  and  Alleged  "General 
Practice." 

(j  Defendant  asserts  that  it  was  the  uniform  "practice"  of  plain- 
jiflf  and  defendant  to  file  consohdated  returns  and  for  the  affili- 
i.te  with  a  loss  to  receive  nothing  for  it.  Almost  every  conten- 
ion  that  it  makes  comes  back  to  this  as  its  keystone.* 

Yet  at  the  outset  it  insists  that  the  "pre-reorganization  The 

estern  Pacific  Railroad  Company"  and  the  "reorganized  The 
'j^estern  Pacific  Railroad  Company"  are  two  different  entities  (D. 
jk.  2).  Technically,  the  company  is  the  same  corporation,  before 
.nd  after  reorganization,  for  the  assets  taken  over  by  the  trustees 
1  1935  were  revested  in  the  same  corporate  entity  in  December 
944. 

I  But  the  capital  stock  was  owned  by  different  people  after  the 
jeorganization  than  before.  While  this  difference  did  not  change 
be  corporate  entity,  it  cuts  the  ground  from  under  defendant's 
Arguments  about  past  practice. 

Prior  to  the  reorganization  plaintiff  was  defendant's  ov/ner. 
Thereafter  defendant  was  a  total  stranger  to  the  plaintiff,  with 
|iew  owners.  And  if  defendant  is  not  now  compelled  to  account, 
hese  new  owners  will  be  the  people  who  will  be  enriched  by  use 
f  plaintiff's  rights. 

The  Supreme  Court's  decision  of  March  15,  1943,  and  the 
\Tder  of  October  11,  1943,  confirming  the  Plan  of  Reorganization 
ompletely  changed  the  relationship  of  the  parties  to  each  other. 
Jntil  these  occurrences  the  plaintiff  and  the  defendant  were  an 
conomic  unity — a  single  family.  So  long  as  that  unity  continued, 


♦E.g.,  D.Br.  7,  18,  22,  30,  35,  38,  42,  52,  59,  65,  66,  67. 
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a  decision  to  file  consolidated  returns  was  that  of  the  parent;  the 
profits,  gains  or  benefits  of  the  subsidiary,  or  its  losses  or  detri- 
ments, flowed  to  the  plaintiff's  stockholders  sooner  or  later,  since 
it  was  the  owner  of  the  economic  unity.  It  was  a  matter  of  indif- 
ference where  the  benefits  or  detriments  happened  to  fall  in  the 
first  instance  or  whether  a  subsidiary  accounted  to  the  parent  for 
any  tax  savings  resulting  from  the  use  of  the  parent's  tax  credits 
or,  instead,  those  savings  inured  to  the  parent  through  its  owner- 
ship. 

The  Supreme  Court's  decision  and  the  order  of  confirmatior 
severed  the  economic  unity.  After  March  15,  1943,  the  defendant 
was  no  longer  in  any  real  sense  the  same  party  which  had  filec 
consolidated  returns  with  the  plaintiff  in  the  years  prior  to  1942 
Consequently,  "past  practice"  is  irrelevant.  The  trial  court  so  held 
As  it  said  (1377): 

"I  just  don't  see  the  point  of  what  any  affiliated  compan) 
has  done  in  the  past  as  a  matter  of  practice  in  these  returns 
because  they  have  all  been  decisions  that  have  been  made  b}- 
the  parent  company,  and  when  the  parent  company  decidec 
that  it  was  proper  to  file  affiliated  returns,  it  filed  them,  anc 
of  course  there  is  no  dispute  about  the  fact  that  the  parent 
company  filed  the  affiliated  returns  whenever  it  decided  il 
was  proper  to  do  so.  What  we  have  in  this  case  is  not  con- 
cerned with  that."  a 

"Past  practice"  is  irrelevant,  not  only  because  the  relationship 
between  the  parties  to  whom  that  practice  applied  had  vitally 
changed,  but  because  there  was  not  in  fact  any  practice  whatevei 
in  prior  years  that  has  any  relation  to  the  facts  of  this  case.  The 
situation  here  was  unique.  The  loss  used  to  produce  the  tax  sav- 
ings was  the  loss  of  the  parent's  stock  in  the  subsidiary.  Yet  (1) 
it  was  an  amendment  to  the  tax  law  in  October,  1942,  that  made 
the  utilization  of  this  kind  of  loss  possible  at  all  (see  O.  B.  43- 
44)  ;  and  (2)  use  of  that  loss  to  eliminate  the  former  subsidiary'f 
tax  was  "paradoxical"  (see  O.  B.  17).  Although  the  loss  was  the 
result  of  severing  the  economic  unity,  the  subsidiary  v^'as  enabled 
to  use  the  loss  by  reason  of  the  tax  concept  of  consolidated  returns 
which  has  its  rationale  in  the  existence  of  that  unity. 
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Furthermore,  the  only  respect  in  which  past  practice  could  con- 
peivably  be  relevant  would  be  in  the  construction  of  a  contract 
pntered  into  by  parties  with  each  other.  But  in  this  case  there  was 
10  such  contract.  Defendant  simply  took  over  and  carried  through 
ihe  tax  matters  without  agreement.  Defendant  asserts  (D.  Br.  66) 
khat  "one  who  participates  in  an  established  course  of  conduct 
|)ver  a  long  period  may  not,  after  the  event,  attach  new  conse- 
:}uences  to  the  customary  activity,"  and  it  cites  cases  where  the 
jvidence  showed  a  contract  defining  the  rights  of  the  parties.  Here 
Ivhat  was  done  prior  to  the  critical  event  of  the  severance  of  the 
tconomic  unity  cannot  evidence  a  contractual  consent  to  what  was 
jhereafter  done  in  circumstances  utterly  different,  involving  a  kind 
!>f  loss  the  like  of  which  had  never  before  been  known  and  which 
lever  before  could  have  been  the  subject  of  tax  deductions.* 

RACTICE  OF  OTHER  COMPANIES. 

j  Defendant  also  makes  numerous  statements  about  what  it  calls 
'the  general  practice  of  the  business  community"  (e.  g.,  D.  Br. 
:2).  There  is  no  evidence  of  any  such  practice.  As  defendant  ad- 
lits  (D.  Br.  53),  the  elaborate  evidence  offered  by  it  was  ex- 
luded  by  the  court  as  irrelevant  (1377-1383,  1394). 


*  Actually,  the  evidence  as  to  past  practice  is  quite  empty.  In  the  11  years, 
930-1941,  inclusive,  there  was  not  a  single  year  in  which  the  parent's  tax 
|redits  were  utilized  by  the  subsidiary  defendant.  In  that  period  no  taxes  at 
ill  were  paid  by  the  affiliated  group  (1263) .  In  the  years  1936-1941,  inclu- 
iive,  neither  plaintiff  nor  defendant  had  taxable  income,  both  had  losses, 
nd  on  a  separate  return  basis  neither  would  have  had  to  pay  a  tax  (2040 
|)  A6\  2041  D  47).  What  happened  in  those  years  could  therefore  have 
\o  bearing  on  the  only  practice  that  could  conceivably  be  relevant — whether 
le  defendant,  a  subsidiary,  had  in  the  past  accounted  to  the  parent  for  tax 
ivings  resulting  from  use  of  the  parent's  credit. 

In  the  years  1930-1935,  while  the  parent  had  some  net  income,  the  de- 
=ndant  h.ad  losses,  so  that  the  subsidiary  was  not  saved  from  taxes  by  the 
arent's  tax  credits  (2040,  2041). 

The  years  prior  to  1930  are  too  remote.  Prior  to  1922  consolidated  re- 
jarns  were  mandatory  under  the  tax  laws  (see  O.B.  39),  so  a  wholly  dif- 
ferent question  would  have  been  involved.  In  the  next  7  years,  1923-1929, 
[i  only  two  instances  (1925  and  1928)  did  the  parent's  loss  result  in  tax 
ivings  to  defendant  subsidiary  and  then  for  only  slightly  more  than 
|20,000  (2041),  of  which  plaintiff  received  the  benefit  as  owner  of  the 
interprise. 
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An  appellee  may  not  support  a  judgment  by  evidence  excludec 
below.*  The  proffered  evidence  ignored  the  vital  and  unique  fac 
in  this  case,  the  severance  of  the  economic  unity,  which  distin 
guishes  this  case  from  all  others.  As  the  trial  court  said  in  exclud 
ing  the  evidence  (1379)  : 

"The  question  would  never  arise  under  the  general  busi 
ness  practice,  because  I  do  not  think  you  would  ever  hav 
any  litigation.  Absent  the  kind  of  situation  that  you  hav 
here  between  companies  that  were  free  agents  to  agree  witl 
one  another  to  file  this  type  of  return.  Here  you  have  a  situa 
tion  where  a  third  party,  a  new  party,  is  getting  the  benef 
of  this  tax  situation.  *  *  *  the  problem  that  is  presented  b 
it  is  entirely  different  from  what  might  happen  in  the  ord 
nary  business  relationship  of  parent  and  subsidiary  corr 
panies,  where  you  have  not  the  interposition  of  reorganize 
tion  proceedings  and  all  that  they  entail." 

This  case  involves  no  general  question  of  how  losses  should  b 
shared  between  affiliated  corporations  when  consolidated  return 
are  filed.  It  involves  the  loss  to  the  parent  of  its  ownership  in  it 
subsidiary,  thus  bringing  about  a  severance  of  the  economic  unit 
then  and  there  so  that  the  parent  can  no  longer  achieve  the  bene 
fits  of  the  tax  savings  through  its  continued  ownership.  (See  quej 
tion,  O.  B.  29.)  j 

Defendant  cites  no  instance  where  such  a  loss  was  ever  availec 
of  by  the  former  subsidiary  to  avoid  what  would  otherwise  be  it 
tax  obligations.  This  fact  disposes  of  the  argument  that  a  jud^ 
ment  for  plaintiffs  will  create  uncertainties  in  the  law  (D.  Br.  64) 

ANSWER  TO  DEFENDANT'S  DISCUSSION  OF  THE 
SEVERANCE  OF  THE  ECONOMIC  UNITY. 

Defendant's  answer  to  the  unique  fact  of  the  case  is  no  mor 
than  a  denial  that  there  was  a  severance  of  the  economic  unity  am 
a  mere  assertion  that  the  fact  is  without  significance  (D.  Bi 
60-64). 


*Shepherd  v.  Turner,  129  Cal.  530,  62  Pac.  106;  People  v.  Canadia 
Fur  Trapper's  Corp.,  248  N.Y.  159,  l6l  N.E.  455,  458. 


9 

Defendant  contends  that  the  confirmation  of  the  Plan  "severed 

tiothing"  (D.  Br.  60)  because  the  "affiliation"  continued  to  April 

■4944.  But  that  continued  "affiliation"  was  technical  only.  Had  not 

[he  worthless  stock  been  surrendered  the  assets  would  have  been 

,'ested  in  a  new  corporation  (see  O.  B.  25,  26). 

Defendant  argues  that  "economic  unity"  in  matters  of  consoli- 
lated  returns  is  a  false  factor,  because  a  subsidiary  may  have 
)onds  or  non-voting  preferred  stock  outstanding.  This  flies  in 
he  face  of  the  principle  upon  which  consolidated  returns  are 
^ased,  namely,  that  a  single  business  enterprise,  though  conducted 
)y  separate  corporations,  shall  be  taxed  as  a  unit.  For  consolidated 
eturns  to  be  available,  the  parent  must  own  not  only  95%  of  the 
i'oting  stock  but  95%  of  all  non-voting  stock  other  than  preferred 
tock  limited  as  to  dividends.  (Internal  Revenue  Code,  Sec. 
41(d).)  In  short,  the  parent  must  own  what  for  practical  pur- 
)Oses  is  the  entire  equity.* 

Holdings  by  others  of  interests  which  do  not  share  fully  in  the 
quity  do  not  affect  the  economic  unity.  If,  as  defendant  argues, 
ax  savings  go  to  pay  bondholders  or  preferred  stockholders,  then 
layment  of  these  overriding  obligations  pro  tanto  lifts  the  load 
lepressing  the  equity  and  correspondingly  increases  its  value  to 
he  benefit  of  the  parent.  The  economic  unity  continuing,  precise 
lathematical  admeasurement  of  the  benefit  to  the  parent  is  of 


*At  page  42  of  our  Opening  Brief  we  quoted  briefly  from  a  Senate 
leport.   Quoting  more  extensively,  the  passage  reads: 

"Much  of  the  misapprehension  about  consolidated  returns  will  be 
removed  when  it  is  realized  that  it  is  only  when  the  corporations  are 
really  but  one  corporation  that  the  permission  to  file  consolidated 
returns  is  given,  and  that  no  ultimate  advantage  under  the  tax  laws 
really  results.  The  present  law  permits  the  filing  of  consolidateed  re- 
turns only  where  one  corporation  owning  at  least  95  per  cent  of  the 
stock  of  both  corporations  is  owned  by  the  same  interest.  The  provi- 
sion embodies  the  business  man's  conception  of  a  practical  state  of 
facts."  (S.R.  960,  70th  Cong.,  1st  Sess.,  p.  8) 

Defendant  itself  quotes  this  passage  from  a  Treasury  Regulation : 

"The  permission  to  file  consolidated  returns  by  affiliated  corpora- 
tions merely  recognizes  the  business  entity  as  distinguished  from  the 
legal  corporate  entity  of  the  business  enterprise."  (D.Br.,  Appendix, 
p.  20) 
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no  consequence.  On  the  other  hand,  if  the  overriding  load  is  sc 
great  that  in  fact  there  is  no  equity,  e.  g.,  if  the  subsidiary  is  in- 
solvent, the  economic  unity  has  in  effect  been  severed.  Such,  fo 
example,  vv^as  the  situation  presented  in  Bankers  Trust  Compam 
V.  Florida  East  Coast  Car  Ferry  Co.,  92  F.2d  450  (discussed  O.  B 
48).* 

DEFENDANT'S  ASSERTIONS  ABOUT  "ALL  THE  PRECEDENTS." 

Defendant's  fallacy  about  alleged  "general  practice"  vitiate: 
its  assertions  about  "all  the  precedents"  as  "guides  for  the  prope 
settlement  of  intra-group  liabilities"  (e.  g.,  D.  Br.  22,  50,  52-58) 

In  this  category  fall  its  references  to  an  investigation  by  thi 
Federal  Trade  Commission  in  the  late  1920's  of  utility  holdin* 
companies,  the  enactment  8  years  later  of  the  Public  Utility  Hold 
ing  Company  Act  of  1935,  and  Rule  U-45  issued  thereunder  bj 
the  Securities  and  Exchange  Commission.! 

There  is  a  significant  lesson  to  be  drawn  from  the  action  O] 
the  S.  E.  C.  under  its  Rule  U-45,  but  it  is  the  reverse  of  what  de 
fendant  contends.  When  an  affiliate's  tax  savings  resulting  fron 
the  use  of  another  affiliate's  loss  could  not  or  might  not  reach  th( 


*Defendant  glides  from  discussion  of  a  case  where  a  parent's  losses  an 
used  to  benefit  a  subsidiary  to  the  quite  different  case  where  the  latter'; 
losses  are  used  to  benefit  a  parent.  But,  the  economic  unity  continuing 
the  subsidiary  has  no  interests  apart  from  the  parent.  As  said  in  Estate  o 
John  B.  Lewis,  10  T.C.  1080  (1948) : 

"To  say  that  a  corporation,  as  such,  can  have  motives  and  purpose; 
apart  from  its  stockholders,  the  collective  group  of  individuals  whc 
own  it,  is  to  indulge  in  metaphysical  reasoning  *  *  *  and  to  say  thai 
what  is  advantageous  to  the  stockholders  *  *  *  is  of  no  advantage  tc 
the  corporation  is  utterly  unrealistic." 

If  facts  should  ever  arise  whereby,  despite  economic  unity,  the  use  of  a  sub 
si  diary's  losses  to  benefit  the  parent  should  encroach  on  the  rights  of  the 
subsidiary's  bondholders  or  minority  preferred  stockholders,  equity  i: 
competent  to  protect  them.  Minority  interests  have  frequently  been  prO' 
tected  in  the  past,  in  a  variety  of  situations. 

fThe  Public  Utility  Holding  Company  Act  of  1935  is  not  relevant.  I 
pertains  to  gas  and  electric  companies  and  contains  nothing  about  consoli- 
dated returns  but  conferred  power  on  the  S.E.C.  to  regulate  intefcompany 
transactions.  Under  it  the  S.E.C.  issued  Rule  U-45,  which  prohibits  certair' 
intercorporate  donations  unless  made  pursuant  to  prior  notice  to  the  Com- 
mission, but  exempts  certain  tax  transactions. 
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5arty  suffering  the  loss  through  ordinary  channels,  as  by  way  of 
lividends  or  increase  of  its  equity — the  S.  E.  C.  has  considered  it 
equitable  that  the  benefit  of  the  tax  savings  be  passed  directly  to 
he  party  who  suffered  the  loss. 

The  S.  E.  C.  cases  discussed  in  our  Opening  Brief  (at  pp.  44-47) 
0  show.  Defendant  seeks  to  distinguish  one  of  the  two  cases,  In 
he  Matter  of  Consolidated  Gas  &  Electric  Company,  13  S.  E.  C. 
>49,  by  asserting  that  the  affiliate  (Islands)  whose  loss  was  used 
/ould  thereby  be  subjected  to  a  future  tax,  and  that  the  group 
nembers  merely  proposed  an  arrangement  to  put  it  in  the  same 
)Osition  as  if  it  had  filed  a  separate  return  (D.  Br.  54) . 

But  this  is  not  the  fact,  for  the  S.  E.  C  found  that  the  amount 
f  the  future  tax  would  "be  considerably  less  than  the  tax  savings 
0  be  presently  effected"  (13  S.  E.  C.  at  653).  The  proposal  was 
lat  the  whole  of  the  tax  saving  should  be  paid  to  Islands,  and 
t  was  this  proposal  that  the  S.  E.  C.  approved  (13  S.  E.  C.  at  652) . 

Of  the  other  S.  E.  C.  decision  (In  the  Matter  of  Consolidated 
llectric  &  Gas  Company,  15  S.  E.  C.  I6l)  defendant  says  (D.  Br. 

5): 

"Since  the  parent  who  received  the  payment  was  entitled  to 
the  money  in  any  event,  the  Commission  saw  this  case  only 
as  an  accounting  problem  and  agreed  to  the  proposed  ar- 
rangement for  that  reason." 

This  is  nothing  less  than  a  concession  that  tax  savings  result- 
ig  from  use  of  a  parent's  loss  belong  to  the  parent. 

The  two  S.  E.  C.  cases  involved  the  same  group,  and  as  shown 

one  of  them,  "the  announced  program  of  Consolidated  is  one 
3r  the  liquidation  of  the  Consolidated  system"  (13  S.  E.  C,  p. 
53,  footnote).  Since  the  economic  unity  was  to  be  severed,  it 
ras  equitable  that  the  tax  savings  resulting  from  use  of  the 
arent's  loss  go  to  it  at  once.  It  was  this  equity  that  the  S.  E.  C. 
ecognized. 

Defendant  quotes  from  an  S.  E.  C.  release  discussing  account- 
ig  practice  (D.  Br.  52),  wherein  it  is  said  that  no  part  of  tax 
ivings   is  "ordinarily"  paid  to  the  loss  company.    The  present 
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case  is  not  the  "ordinary"  one.  More  of  the  release  is  quoted  in 
an  appendix  to  defendant's  brief  (App.  pp.  7-14) .  The  text  of 
the  release  shows  that  the  S.  E.  C.  was  not  directing  its  remarks 
to  a  case,  such  as  this,  where  the  loss  is  that  of  the  parent  itself. 
Ordinarily  losses  are  those  of  subsidiaries,  since  the  parent,  not 
being  an  operating  company,  can  sustain  losses  only  in  the  unusual 
case  of  worthlessness  of  its  security  holdings.  The  S.  E.  C.  was 
referring  to  the  normal  situation  of  a  continuing  economic  unity, 
and  the  alternatives  noted  were  (a)  allocation  of  all  the  savings 
to  the  affiliate  having  the  loss  or  (b)  sharing  it.  There  is  no  men- 
tion whatever  of  the  third  course  that  defendant  espouses — that 
of  grim  retention  of  all  the  savings  by  the  affiliate  whose  taxes 
are  reduced  by  use  of  the  parent's  loss  (D.  Br.  App.  13). 

The  Federal  Trade  Commission  investigation  mentioned  by 
defendant  related  to  gas  and  electric  holding  companies  and  prac- 
tices  prevailing  within  groups  in  which  there  was  a  continuing  ^ 
economic  entity.  What  concerned  the  F.  T.  C.  was  the  abuse  of 
accounting  practices  as  the  result  of  which  amounts  paid  as  or  in 
lieu  of  federal  taxes  were  added  to  operating  expenses  to  increase 
rates.* 

Defendant  asserts  that  Treasury  rulings  "assume  and  provide" 
for  a  pro  rata  allocation  of  the  tax  "without  tax  saving  payments" 
(D.  Br.  56).  Nothing  could  be  farther  from  the  truth,  and  the 
provisions  of  the  various  revenue  acts  which  it  cites  are  the  very  ' 
ones  we  referred  to  as  recognizing  the  propriety  of  agreements 
between  affiliates  respecting  apportionment  (O.  B.  53-54).  For  the 
protection  of  the  Treasury  the  regulations  list  certain  circum- 
stances wherein  intra-group  agreements  are  not  recognized  for 
certain  purposes.  Defendant  refers  to  these  provisions,  but  they 


*The  Commission  felt  that  the  "amounts  paid  as  federal  income  tax 
should  be  deducted  from  the  net  income  on  which  the  tax  was  calculated" 
and  not  treated  as  an  expense  of  operation  (D.Br.  App.  4,  next  to  last 
paragraph)  and  it  condemned  certain  accounting  procedures  because  they 
resulted  in  "an  inaccurate  recording  of  the  true  cost  of  operations  of  the 
electric  and  gas  operating  companies"  (D.Br.  App.  3,  end  of  second  para- 
graph) .  All  this  is  irrelevant  to  the  present  case. 
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are  foreign  to  the  case.*  The  very  specification  of  these  instances 
I  and  purposes  shows  that  for  all  other  purposes  the  relations  of 

the  parties  are  left  to  be  adjusted  by  agreement  or,  in  the  absence 
j  of  an  agreement,  by  appropriate  principles  of  equity. f 
i     Nowhere  does  defendant  show  any  practice  where  the  loss  is 
^that  of  the  parent's  stock  interest  in  the  subsidiary,  as  is  the  case 

here.  The  reason  is  obvious,  for  in  the  first  place  the  use  of  such 
la  loss  was  first  authorized  in  October,  1942,  and  in  the  second 
I  place  this  case  is  unique,  "paradoxical"  to  use  the  expression  of 
i  defendant's  tax  counsel. 


*For  certain  purposes  it  is  necessary  to  determine  earnings  and  profits 
I  available  for  dividends,  and  to  this  end  taxes  chargeable  to  each  affiliate 
Imust  be  determined.  For  this  calculation  the  Treasury  requires  the  con- 
jsolidated  tax  to  be  apportioned  in  a  certain  manner. 

Defendant  even  refers  to  the  regulation  that,  if  a  parent  has  reduced  its 
jown  tax  by  use  of  a  subsidiary's  loss,  the  base  at  which  the  parent  holds  the 
[Subsidiary's  stock  for  determining  capital  gains  or  losses  must  be  reduced 
'accordingly.  The  provision  merely  recognizes  the  obvious  fact  that  the 
parent  has  reduced  its  investment  in  the  subsidiary  by  taking  advantage  of 
[the  loss.  There  is  no  provision  for  reduction  of  the  base  where  a  subsidiary 
'takes  advantage  of  a  parent's  loss,  which  is  the  present  case.  The  regulation 
'shows  the  Treasury's  view  of  the  rationale  of  consolidated  returns  to  be 
exactly  what  we  contend,  namely,  that  the  parent  is  the  ultimate  economic 
lowner  of  the  enterprise  and  the  ultimate  beneficiary  of  tax  savings.  The 
jdefendant  argues  that  if  the  parent  has  to  make  a  payment  to  the  subsidiary 
'for  its  loss,  the  parent  would  be  paying  twice.  This  ignores  the  fact  that 
[there  is  no  reason  why  a  parent  should  pay  a  subsidiary  for  a  loss  so  long 
jas  the  economic  unity  continues,  in  the  absence  of  unusual  factors.  It 
iwould  be  as  absurd  as  for  the  head  office  of  a  single  corporation  to  pay  one 
of  its  departments  for  a  loss.  See  footnote  on  p.  10,  supra. 

!  fin  its  search  for  support,  the  defendant  finally  comes  to  the  Interstate 
Commerce  Commission.  It  admits  that  the  I.C.C.  has  never  passed  on  the 
(handling  of  consolidated  .returns,  but  asserts  that  the  Commission  has 
["rejected  tax  savings  claims"  (D.Br.  58).  The  two  cases  which  it  cites 
lare  not  remotely  in  point.  Neither  involved  the  use  of  one  person's  losses 
|or  tax  credits  to  reduce  taxes  of  another.  For  example,  St.  Louis  San  Fran- 
cisco Railivay  Co.  Reorganization,  257  I.C.C.  399,  410,  was  a  case  where 
ja  debtor  contended  that  it  was  entitled  to  some  credit  because  by  failing  to 
Ipay  its  creditor  all  that  it  owed,  the  creditor  had  less  income  and  therefore 
lless  taxes. 
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B.      The  Fallacious  Notion  Thai-  Tax  Savings  Cannot  Be  the  Subject 
of  Equitable  Cognizance  or  of  an  Accounting. 

Defendant's  essential  argument  is  that  the  nature  of  plaintiff's 
claim  cannot  be  subsumed  under  the  traditional  categories  of  com- 
mon law  liability.  Thus  it  says  that  plaintiff  "suffered  no  tort;  no^ 
contract  was  breached;  no  statutory  right  was  infringed"  (D.  Br.i 
24) .  It  even  makes  the  odd  argument  that  plaintiff  should  be  de-, 
nied  recovery  because  it  has  no  "title"  to  the  funds  from  which 
a  judgment  would  be  paid. 

But  the  doctrines  of  quasi-contract  and  unjust  enrichment  have 
never  been  restricted  to  cases  of  express  contract,  of  torts  coming 
within  the  scope  of  common  law  writs,  or  of  title. 

Defendant  finally  confronts  the  essential  fact  of  the  case — 
that  it  has  been  enriched  by  use  of  plaintiff's  tax  rights — by  as-i 
serting  that  plaintiff's  claim  cannot  be  the  subject  of  judicial 
cognizance  because  a  loss  is  a  "negative  factor"  and  a  saving  in 
taxes  is  "a  negative  concept." 

The  Shreveport  Bank  cases  (discussed  at  length,  O.  B.  36-38) 
show  that  tax  savings  or  tax  advantages  are  not  negative  concepts 
and  are  the  subject  of  equitable  accountability.  Defendant  en- 
tirely ignores  this  aspect  of  those  cases  and  merely  says  that  they 
involve  a  fiduciary  relationship.*   (D.  Br.  43,  AA) . 

Defendant  admits  that  "if  separate  returns  had  been  filed"  or 
if  plaintiff's  stock  loss  had  not  been  used,  there  would  have  been 
"additional  taxes"  (D.  Br.  25,  26).  But  it  argues  that  a  saving 
of  taxes  is  not  an  enrichment  because  taxpayers  have  a  legal  right 
to  take  deductions  allowed  by  law,  and  it  quotes  a  portion  of  the' 
trial  court's  opinion  that  a  tax  saving  is  a  negative  concept  because 
"no  benefit  could  inure  from  participating  in  non-payment  of  an 

*Defendant  insinuates  that  the  Shreveport  decision  was  "over  dissent."  ' 
But  the  point  of  the  dissent  on  the  second  appeal  was  that  still  other  prop- 
erty belonged  to  the  old  bank  and  that  tax  savings  arising  from  that  prop- 
erty should  also  have  gone  to  plaintiff.  The  whole  court  was  in  accord  that 
the  tax  savings  were  the  subject  of  equitable  accountability. 

Defendant  (Br.  44)  cites  two  cases,  Hopkins  v.  Detrick,  97  A.C.A.  55, 
and  Cooper  v.  Central  Alloy  Steel  Corporation,  183  N.E.  439,  43  Ohio 
App.  455.  They  are  quite  irrelevant. 
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obligation,  unless  there  rested  upon  the  participant  an  obligation 
to  pay"  (D.  Br.  13).  But  here  defendant  tvas  under  the  obliga- 
tion to  pay  $17,000,000  of  taxes  and  it  discharged  that  obligation 
'by  use  of  plaintiff's  rights.  The  only  reason  why  the  law  did  not 
require  the  "additional  tax"  was  that  the  defendant  appropriated 
:and  used  plaintiff's  stock  loss  and  tax  rights.  Defendant  would 
tnot  have  been  able  to  utilize  those  rights  unless  it  could  introduce 
'.itself  into  consolidated  returns  with  plaintiff,  a  procedure  which 
iplaintiff  could  have  denied  and  which  was  effected  by  defend- 
jant's  directions  to  plaintiff's  president  who  was  in  its  pay. 
:  Similarly,  the  assertion  that  a  loss  is  a  "negative  factor"  is 
fallacious  (see  O.  B.  74-75).  This  loss  was  not  a  negative  factor, 
because  the  tax  laws  made  it  of  positive  value.  While  this  is  a 
case  of  general  equity  jurisprudence  and  not  a  tax  case,  the  tax 
laws  enter  into  it  as  part  of  the  factual  background.  The  tax 
laws  provided  that  this  loss  could  be  used  in  certain  circumstances 
ito  pay  taxes.  Therefore  this  loss  had  an  asset  value.  It  acquired 
lvalue  in  precisely  the  same  way  as  anything  has  value,  to  wit, 
(because  it  had  a  valuable  use.* 
i     And  it  was  actually  used  in  this  case  to  save  $17,000,000. 

It  is  fatuous,  we  submit,  for  defendant  to  deny  that  value. 
iRather,  it  is  incumbent  on  it  to  justify  its  arrogation  of  that  value 
Ito  itself. t 


•*The  argument  (e.g.,  D.Br.  48,  6A)  that  the  revenue  acts  create  no 
'private  rights  misses  the  point  entirely.  If  defendant  had  seized  cash  of 
plaintiff  to  pay  its  taxes,  it  could  not  escape  liability  with  this  reasoning. 

fElsewhere  (D.Br.  45)  defendant  seeks  to  distinguish  In  re  Missouri 
Pacific  Railroad  Company,  No.  6935,  U.S.D.C,  E.D.  Mo.  (discussed  O.B. 
154)  on  the  ground  that  the  affiliate  whose  loss  was  there  used  would  be 
[subjected  to  increased  taxes  by  joining  in  the  consolidated  return,  while 
Ihere  the  plaintiff  had  "no  actual  damage."  This  argument  concedes  that 
la  loss  is  not  a  mere  negative  quantity,  and  defendant's  argument  shrinks 
jto  the  claim  that  a  plaintiff's  recovery  for  seizure  of  its  rights  is  its  detri- 
ment and  not  the  other's  gain.  Our  Opening  Brief  showed  how  fallacious 
this  contention  is  (O.B.  66,  et  seq.),  and  we  discuss  the  subject  further  at 
pages  17-19  below. 

Defendant  also  says  of  the  Missouri  Pacific  case  that  the  others  in  the 
group  agreed  to  pay  to  their  affiliate  only  the  amount  of  its  damage,  not 
|the  amount  of  their  gain.    The  fact  is  irrelevant  because  there  the  parties 
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C.  The  Refusal  to  Recognize  That-  Defendant  Assumed  a  Fiduciary 
Reiatsonship  to  the  Plaintiff  and  Unilaterally  Appropriated 
Plaintiff's  Rights,  and  That  the  Benefits  Were  Not  Conferred 
by  Plaintiff  on  Defendant  Either  Officiously  or  as  a  Gratuity 
or  by  Any  Voluntary  Act  but  Were  Taken. 

Defendant  next  contends  that  retention  of  the  benefits  would 
not  be  unjust  because,  so  it  argues,  the  transfer  of  plaintiff's  tax 
rights  to  it  cannot  be  set  aside  for  lack  of  "some  recognized  basis 
— fraud,  mistake,  duress,  undue  influence,  illegality — for  revok- 
ing the  transfer"  (Br.  27-29).* 

Thereby  defendant's  next  pervasive  fallacy  is  disclosed.  Fraud, 
mistake,  and  the  like  are  concepts  applicable  to  a  voluntary  or  af- 
firmative act  of  transfer.  Plaintiff  did  not  knowingly  transfer 
anything  to  defendant.  The  latter  simply  took  a  thing  of  value 
belonging  to  the  plaintiff  for  its  own  enrichment.  The  analogies 
are  trespass  and  conversion.  If  a  tangible  chattel  had  been  in- 
volved, it  would  be  a  case  of  tortious  conversion,  since  defend- 
ant's conduct  was  a  denial  of  any  interest  in  the  plaintiff. 

The  fallacy  appears  sharply  at  pages  27-29  of  the  brief.  As- 
serting that  "The  instances  in  which  a  plaintiff  who  confers  a 
benefit  on  a  defendant  fails  to  obtain  a  judgment  for  that  bene- 
fit are  legion,"  it  cites  (in  a  footnote)  numerous  cases.  But  these, 
are  cases  where  the  plaintiff  voluntarily  chose  to  confer  benefit, 
or  did  so  as  a  gratuity,  or  where  the  parties  were  exchanging  bene- 
fits each  understood  to  be  consideration  for  the  other,  or  where 
the  plaintiff  acted  for  his  own  benefit  and  not  for  the  defendant. 

Again,  it  says  that  "in  every  windfall  situation,"  wherever  one 
party  acquires  a  windfall,  no  one  else  can  recover  from  him  (D. 
Br.  27-29).  Of  course,  where  A  receives  an  advantage  which  is 

agreed  as  to  the  allocation  of  tax  savings.  The  case  demonstrates  the  right 
to  agree,  and  thus  refutes  another  argument  of  the  defendant  that  tax  sav- 
ings cannot  be  the  subject  of  agreement.  Where  parties  freely  make  an 
agreement,  they  may  agree  on  whatever  division  they  choose.  Here  de-i 
fendant  avoided  an  agreement  by  unilateral  appropriation  of  plaintiff's 
rights. 

*It  also  asserts  that  nothing  "was  taken  from"  plaintiff,  but  this  is  the, 
fallacy  just  discussed. 
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unrelated  to  B,  the  latter  has  no  right  to  share  in  it.  There  was 
no  "windfall"  here,  for  what  defendant  gained,  it  gained  not  as 
the  result  of  a  fortuitous  event,  but  as  the  direct  result  of  its 
appropriation  of  plaintiff's  rights.* 

The  failure  to  distinguish  between  a  case  where  a  plaintiff 
voluntarily  confers  benefits  and  one  where  the  defendant  simply 
takes  them  is  revealed  by  the  argument  that  a  recovery  for  unjust 
enrichment  may  not  exceed  plaintiff's  loss  (D.  Br.  29,  30).  De- 
fendant invokes  the  analogy  of  the  discharge  of  a  debt  by  a  surety, 
who  has  become  such  of  his  own  volition,  or  other  purely  volun- 
tary discharge  by  one  of  another's  debt.f 

The  Restatement  of  Restitution  affirms  (Section  153,  p.  607) 
that  where  A  by  conduct  improper  toward  B  has  discharged  his 


*The  cases  cited  on  this  point  by  defendant  (D.Br.  28,  29)  are  largely 
misdescribed  by  it.  Their  actual  facts  show  how  far  afield  defendant  strays. 
In  Straube  v.  Bowling  Gree7i  Gas  Co.,  227  S.W.2d  66G  (Mo.),  plaintiff 
had  paid  defendant  for  gas  at  the  rates  fixed  by  a  Public  Service  Commis- 
sion and  sued  for  a  refund  merely  because  defendant  acquired  the  gas  from 
its  own  supplier  at  a  legal  reduction  in  the  latter's  rates.  In  Houck  v.  Hub- 
bard Milling  Co.,  167  N.W.  1039  (Minn.),  plaintiff  bought  wheat  from 
defendant  at  contract  prices  and  later  sued  for  a  refund  because  defendant 
had  obtained  deductions  in  its  own  freight  rates.  The  case  turned  on  the 
construction  of  the  purchase  contract.  As  the  court  construed  that  contract, 
the  price  at  which  plaintiff  bought  wheat  was  unconnected  with  defendant's 
freight  rates.  Greek  Catholic  Congregation  v.  Plummer,  32  A. 2d  299 
(Pa.),  is  a  case  where  one  party  quitclaims  to  another  whatever  interest  he 
might  have  in  a  parcel  of  land  and  a  third  party,  the  owner,  sues  for  the 
consideration.  In  Russo  v.  Hosmer,  AA  N.E.2d  641  (Mass.),  a  subcon- 
tractor was  denied  recovery  on  his  express  contract  with  the  main  contractor 
because  he  had  breached  the  contract  in  a  material  respect.  He  then  sought 
to  recover  the  payments  received  by  the  main  contractor  from  the  owner. 
In  Vanderbilt  University  v.  Williams,  280  S.W.  689  (Tenn.),  neither 
plaintiff  nor  defendant  had  a  right  to  receive  rent  from  a  third  party,  but 
the  third  party  paid  rent  to'the  defendant  and  plaintiff  sought  a  share. 

flf  the  debt  is  discharged  by  money  payment  of  less  than  the  face 
iniount,  the  person  discharging  it  recovers  what  he  paid,  and  if  the  debt  is 
discharged  with  property  instead  of  money  he  is  entitled  to  its  value.  These 
illustrations  cast  no  light  on  how  to  determine  the  value  of  what  is  paid. 
If  what  is  paid  is  cash,  its  value  is  simple  to  ascertain.  If  it  is  not  cash, 
mother  question  arises.  Thus  defendant  returns,  this  time  tacitly,  to  its 
fallacy  of  assuming  the  plaintiff's  stock  loss  to  have  had  no  value.  In  fact, 
its  value  was  the  benefit  conferred,  the  full  amount  of  the  tax  savings. 
The  government  did  not  take  less  than  was  due  it. 
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debt  to  a  third  party  by  the  use  of  B's  property  or  services,  B  is 
entitled  to  restitution,  at  his  election,  either  of  the  value  of  the 
property  or  services  so  used  or  of  the  amount  of  the  debt  dis- 
charged. The  rule  is  the  same  where  A's  conduct  as  respects  B  is 
at  fault,  although  not  tortious.  Restatement,  Section  155. 

The  controlling  principle  is  that  "one  is  entitled  to  recover  for 
benefit  conferred  unless  he  intended  to  make  a  gift  or  acted 
officiously."  (2  Scott  on  Trusts,  sec.  269.3,  p.  1520;  see  O.  B.  55, 
and  66  et  seq.) 

Truncate  v.  Universal  Pictures,  Inc.,  76  F.  Supp.  465,  469 
(quoted  O.  B.  72)  and  the  Kentucky  Cave  case,  Edwards  v.  Lee's 
Adm'r,  96  S.W.2d  1028,  265  Ky.  418  (discussed  O.  B.  69-71)  re- 
fute defendant's  attempt  to  limit  plaintiff's  recovery  to  a  nominal 
sum. 

Defendant  would  circumvent  the  Kentucky  Cave  case  by  assert- 
ing that  it  was  a  case  of  trespass  (Br.  46).  But  the  court  refused 
to  treat  it  as  a  case  of  trespass  because,  had  it  done  so,  there 
could  be  no  recovery  since  there  was  no  "damage."  It  therefore 
specifically  and  in  terms  decided  the  case  as  one  of  unjust  enrich- 
ment in  which  recovery  is  measured  by  defendant's  profit  (pp. 
1030-1032). 

Moreover,  that  case  cannot  be  so  distinguished  because  here, 
defendant's  use  of  plaintiff's  rights  was  not  consensual.  Long  be- 
fore the  plaintiff's  loss  was  allowed  as  a  deduction  by  the  gov- 
ernment in  1947,  defendant  had  been  put  on  notice  of  plaintiff's 
claims  by  the  filing  of  the  suit  and  by  the  letter  of  May  5,  1947 
(see  O.  B.  22).  Nevertheless  defendant  persisted  in  using  plain- 
tiff's loss  in  defiance  of  its  claim.* 

Defendant  would  distinguish  the  Truncate  case  as  a  mere  ex- 


*In  the  Kentucky  Cave  case  defendant  was  a  "trespasser"  and  a  "wrong- 
doer" and  his  act  "wilful"  only  in  the  sense  that  he  had  gone  onto  the  land 
of  another  and  had  not  done  so  accidentally.  He  did  not  know  that  the 
land  was  another's.  His  trespass  was  far  beneath  the  surface  and  not  until 
plaintiff  sued,  upon  a  "guess,"  and  obtained  a  survey  by  court  order  did 
anyone  know  that  any  part  of  the  cave  underlay  plaintiff's  property  (see 
earlier  proceedings,  Edwards  v.  Sims,  24  S.W.2d  619,  and  particularly  facts 
stated  at  623). 
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ample  of  the  rule  that  corporate  directors  are  not  allowed  to  prof- 
it at  the  expense  of  their  corporation.  But  the  court  stated  that 
it  had  to  decide  the  case  on  more  fundamental  principles,  because 
it  did  not  fall  within  the  class  of  cases  where  a  corporate  officer 
has  taken  for  himself  what  could  have  been  a  corporate  advan- 
tage or  opportunity  (76  F.  Supp.  at  468,  469).  The  plaintiff  was 
held  entitled  to  all  of  defendant's  gain  because  "the  corporation 
has  been  deprived  of  its  freedom  of  action"  even  though  the  cor- 
poration could  not  itself  have  obtained  all  of  such  gain  (p.  469). 

Defendant  denies  that  there  was  an  appropriation  of  plaintiff's 
rights,  and  is  so  bold  as  to  assert  that  what  was  done  was  "rou- 
tine" (D.  Br.  21).  It  could  not  be  routine  under  a  newly  enacted 
law,  where  the  situation  was  "paradoxical,"  where  the  plaintiff 
by  final  court  decision  had  just  been  decreed  to  have  experienced 
a  $75,000,000  loss  and  where  the  amount  of  taxes  involved  was 
$17,000,000.  Defendant  never  did  the  normal  thing  of  openly 
I  discussing  the  matter  with  independent  representatives  of  plain- 
tiff: it  ignored  plaintiff's  existence  save  to  utilize  it  for  its  own 
purposes. 

The  statement  of  facts  in  defendant's  brief  contains  a  number 
of  assertions  on  this  subject  that  are  immaterial  or  erroneous.  We 
shall  not  reply  to  them  in  detail,  because  on  this  issue  the  trial 
court  made  a  finding  of  fact  in  favor  of  plaintiff.  It  found  that 
"there  is  a  preponderance  of  evidence  in  favor  of  plaintiff's  con- 
tention of  duality  of  control"  after  stating  plaintiff's  contention 
to  be  that 

"defendant  through  its  officers  and  attorneys  had  controlled 
*  *  *  plaintiff  corporation  and  that  by  reason  of  such  con- 
trol plaintiff  was  caused  to  file  the  consolidated  returns  for 
the  benefit  of  the  defendant"  (see  O.  B.  9). 

Defendant's  assertion  that  "the  final  decisions  were  necessarily 
made  by  the  Corporation  when  it  filed  the  returns"  (D.  Br.  34) 
is  amazing  in  the  light  of  the  proven  facts  that  the  president  of 
the  corporation,  who  was  in  the  pay  of  defendant,  merely  signed 
what  was  put  before  him  by  the  defendant's  tax  attorney. 
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Defendant's  discussion  treats  Mr.  Curry  as  if  he  were  the  plain- 
tiff, or  as  if  his  capacity  were  only  that  of  an  officer  of  the  plain- 
tiff, when  in  fact  he  was  in  defendant's  employ,  was  also  its  of- 
ficer, and  his  principal  work  was  for  it.*  Similarly,  his  competence 
is  exalted,  and  the  notion  is  sought  to  be  conveyed  that  he  man- 
aged and  controlled  tax  matters  for  the  plaintiff,  when  in  fact 
he  acted  in  a  clerical  capacity,  as  office  manager,  and  as  a  "sign- 
ing" officer  who  "signed  whatever  documents  they  told  you  to 
sign"  (642).  The  admitted  competence  with  which  he  performed 
these  limited  functions  did  not  exalt  him  into  a  directing  figure, 
for  in  all  other  respects  he  was,  as  he  admitted  in  response  to  a 
question  from  the  bench,  a  "figurehead"  (646-7). 

Matters  pertaining  to  taxes  were  put  before  him  for  signing 
after  they  were  prepared  by  others  over  whom  he  had  "super- 
vision" only  in  the  sense  that  he  was  office  manager,  and  he  had 
no  real  understanding  of  them  (e.  g.,  807-809). 

The  truth  as  to  the  preparation  of  the  tax  returns  is  disclosed 
by  memoranda  passing  between  Mr.  Coulson  and  Mr.  Polk,  the 
defendant's  tax  attorneys.  Mr.  Coulson  wrote: 

"Actually,  I  happen  to  know  that  the  only  person  over  at 
the  Corporation  office  here  in  New  York  who  has  any 
knowledge  of  taxes  is  a  girl  who  is  primarily  Schumacher's 
Secretary  [Valouch]."  (539  P.  38) 

Polk  replied  that  "only  the  lady  referred  to  had  any  part  in  the 
preparation  of  the  return"   (540  P.  384). 

The  fact,  as  both  Curry  and  Polk  testified,  is  that  the  returns 
were  prepared  by  Valouch  and  Polk's  accountant,  Reilly,  under 
Polk's  direction  (l403)  and  signed  by  Curry  because  told  that 
they  had  Polk's  approval  (823). 

Defendant  argues  that  some  of  plaintiff's  officers  were  both 


♦Defendant  asserts  (D.Br.  16)  that  Curry  was  never  an  officer  of  the 
defendant  after  its  reorganization.  The  fact  is  otherwise.  He  was  its  vice 
president,  assistant  secretary  and  assistant  treasurer  until  April  30,  1945, 
months  after  the  revestment  (P.  Ex.  2- A,  chart),  was  in  the  retainer  of  its 
tax  counsel  until  late  in  1947,  and  at  all  times  received  a  pension  from  it 
(O.B.  13). 
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competent  and  informed  (D.  Br.  32).  But  consider  the  situation 
of  the  individuals  named.  Mr.  Schumacher  was  one  of  the  defend- 
ant's trustees.  Mr.  Campbell  was  counsel  for  defendant  and  the 
trustees  and  received  his  compensation  from  them  (P  2 A,  repro- 
duced in  our  opening  brief) . 

Messrs.  Wood  and  Osborn  never  knew  until  1946  that  plain- 
tiff's stock  loss  was  being  used  in  the  consolidated  returns.  It  is 
no  answer  to  say  that  these  two  understood  that  consolidated  re- 
turns were  being  filed  (D.  Br.  16,  17,  34).  The  idea  of  using  the 
loss  in  such  returns  was  a  mere  speculation  of  a  possibility  when 
it  was  first  thought  of  in  May,  1943,  "commented  on  rather  than 
suggested  *  *  *  since  it  is  paradoxical"  (see  O.  B.  17),  rejected 

jby  the  defendant's  counsel  for  that  reason  until  December,  1943 
(1448,  1484)  and  never  brought  home  to  Messrs.  Wood  or  Os- 
born (see  Osborn,  1022,  1023;  Wood,  1129-1131). 

Defendant  discusses  Mr.  Nicodemus  in  order  to  show,  it  seems, 
some  sort  of  knowledge  by  him  of  the  filing  of  consolidated  re- 

.  turns.*  His  knowledge,  whatever  it  was,  cannot  affect  plaintiff. 

!He  was  only  an  attorney  for  it,  not  an  officer  or  director,  and  he 
was  also  an  attorney  for  the  defendant.  Even  if  plaintiff's  officers 
and  directors  had  known  of  the  utilization  of  its  loss,  had  realized 
the  legal  and  economic  consequences,  and  with  that  knowledge 
had  attempted  to  give  away  its  rights,  they  could  not  bind  it,  be- 
cause it  was  not  represented  by  independent  officers,  and  because 
any  attempt  to  give  away  its  rights  without  the  consent  of  its 
stockholders  would  be  beyond  its  powers  (see  O.  B.  55,  56). 

For  the  same  reason  defendant's  discussion  of  a  casual  con- 
versation of  Mr.  Nicodemus  with  some  attorneys  who  represented 
no  parties  in  this  case  is  pointless  (D.  Br.  34).  The  trial  court  dis- 


*The  manner  in  which  defendant  seeks  to  show  his  knowledge  is  shown 
I  by  the  statement  (D.Br.  10)  that  "Mr.  Curry  understood  that  Mr.  Nicode- 
mus knew  *  *  *."   Mr.  Curry's  suppositions  are  irrelevant. 

Defendant  denies  that  Polk  sent  the  "paradox  letter"  to  the  defendant 
;  and  asserts  that  he  sent  it  to  Curry  and  that.  Curry  sent  a  copy  to  Nicodemus 
I  (D.Br.  16).  The  letter  was  addressed  and  sent  to  Curry  as  defendant's 
vice  president  (588)  and,  as  such,  he  transmitted  it  to  Nicodemus  as  de- 
jfendant's  attorney  (1884). 
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missed  the  subject  as  quite  irrelevant  (1075).*  In  fact,  in  these 
conversations  Mr.  Nicodemus  did  not  have  in  mind  the  use  of  the 
stock  loss  (1071). 

Defendant  even  seeks  to  clothe  its  present  refusal  to  do  equity 
in  the  mantle  of  the  general  esteem  all  bear  for  Judge  Sloss.  More 
than  once  it  says  that  Judge  Sloss  represented  the  plaintiff  (D.  Br. 
6,  34).  But  Judge  Sloss  was  plaintiff's  attorney  on  a  specific  as- 
signment, to  oppose  the  Plan  of  Reorganization.  He  had  no  other 
function  and  was  interested  in  nothing  else.  He  knew  nothing 
whatever  about  the  tax  matter  (1603-5,  1611-14). 

D.      The  Fallacy  That  PlaintifF  Was  Under  a  Duty  to  Make  a  Gift 
of  Its  Rights  to  Defendant. 

While  defendant  denies  that  it  was  in  the  position  of  a  fiduciary 
toward  plaintiff,  it  does  not  state  why.  Instead  it  asserts  that  plain- 
tiff had  fiduciary  responsibilities  to  the  defendant!  This  conten- 
tion rests  on  the  fact  that  plaintiff  had  once  been  the  parent  cor- 
poration. Its  fallacies  are  self-evident.  What  makes  one  a  fidu- 
ciary is  the  element  of  dominance  and  the  exercise  of  control  and 
management  (see  O.  B.  60).  Here: 

1.  Plaintiff  had  no  control  whatever  as  a  stockholder  or  other- 
wise. It  had  had  no  share  in  management  after  the  trustees  were 
appointed  in  1935.  And  the  Plan  of  Reorganization  cut  off  any 
possibility  that  control,  management,  or  financial  interest  would 
ever  return  to  it. 

2.  Plaintiff  had  become  a  total  economic  stranger  to  defend- 
ant. 

Defendant  ignores  the  unique  and  distinguishing  fact  of  the 
case,  the  severance  of  the  economic  unity.  Plaintiff  at  the  times  in- 
volved here  had  no  control  over,  management  of,  financial  inter- 
est in,  or  duties  toward  defendant.! 


*The  Court  said  (1075,  1076) : 

"I  do  not  see  that  when  this  witness  learned  about  any  of  these  things 
has  any  relationship  to  the  question  that  you  are  presenting  here.  *  *  *  I 
would  much  rather  hear  your  arguments  and  all  the  arguments  on  the  im- 
portant and  vital  issues  of  this  case  than  all  this  stuff  about  what  conversa- 
tions this  witness  had  with  some  lawyer  on  a  train  going  to  Washington." 

fFor  a  time  plaintiff  held  certain  pieces  of  paper,  quondam  stock  certifi- 
cates, but  they  had  been  judicially  declared  to  represent  no  stock  interest  in 
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Defendant's  argument  is  simply  a  bold  assertion  that  plaintiff 
was  under  a  duty  to  make  a  gratuitous  donation  of  its  rights  to  the 
defendant  for  the  latter's  enrichment.  This  is  not  reasoning.  It 
merely  assumes  the  answer  to  the  issue  involved  in  the  case. 

The  same  fallacy  underlies  Part  III  of  defendant's  brief,  v/here 
it  is  contended  that  plaintiff's  claim  is  "inequitable"  (D.  Br.  65- 
67,  also  59,  60) .  It  is  argued  that  the  pre-reorganization  creditors 
of  defendant  were  not  paid  in  full,  and  that  creditors  have  an 
absolute  priority  over  stockholders.  But  the  conclusion  sought  to 
be  drawn  is  a  non-sequitur.  The  creditors  did  receive  absolute 
priority.  Plaintiff,  the  stockholder,  had  its  equity  completely  wiped 
out,  and  the  old  creditors  became  the  stockholders  of  the  reor- 
ganized company  as  well  as  its  bondholders. 

Plaintiff  does  not  ask  that  it  receive  an  equity  interest  in  that 
company.  It  seeks  an  accounting  for  use  of  other  rights  or  assets 
of  the  plaintiff  to  the  defendant's  enrichment,  rights  and  assets 
not  involved  in  the  reorganization.  Creditors  of  a  reorganized 
company,  after  squeezing  out  the  former  shareholders,  have  no 
right  to  seize  other  property  of  the  former  shareholders.  Could 
the  reorganized  defendant  company  seize  $17,000,000  cash  of  the 
plaintiff  to  pay  defendant's  taxes  and  escape  the  duty  to  account, 
because  pre-reorganization  creditors  had  never  been  paid  in  full } 
Obviously  not.  (See  discussion,  O.  B.  88-95  and  page  26,  infra.* 

defendant.    And  it  did  not  even  hold  these  at  the  times  the  tax  returns 
were  filed. 

Defendant  argues  that  obligations  of  a  fiduciary  may  continue  after  ter- 
mination of  the  relationship,  but  this  could  be  true  only  so  long  as  duties 
of  the  position  remained  to  be  performed.  Plaintiff  had  no  such  duties  in 
the  premises  toward  defendant. ' 

*As  part  of  this  argument  defendant  asks  the  Court  to  take  judicial 
notice  of  stock  market  quotations  of  its  stock  in  1949  and  1950  (D.Br. 
67)  !  Defendant  offered  evidence  of  quotations  in  1945  and  1946,  and 
that  evidence  was  excluded  (1579-1583).  It  complains  that  creditors  took 
stock  under  the  Plan  of  Reorganization  on  the  assumption  that  the  pre- 
ferred stock  was  worth  $100  per  share  and  the  common  $57.  If  the  Court 
could  take  judicial  notice,  which  we  deny,  it  would  find  that  the  preferred 
stock  sold  as  high  as  101  (in  April  1946)  and  the  common  stock  as  high  as 
571/^  (in  July  1945),  dates  shortly  following  the  consummation  of  the 
reorganization,  all  as  shown  by  the  excluded  evidence  (2042,  2043).  The 
later  vicissitudes  of  the  market  cannot  be  relevant. 


I 


24 

Even  controlling  stockholders  of  a  corporation  are  under  no 
duty  to  make  a  free-will  offering  to  it  or  to  its  creditors  of  other 
property  belonging  to  them.  Much  less  so  are  ex-stockholders. 

In  this  connection  defendant  makes  certain  invidious  asser- 
tions. It  states  that  when  plaintiff  controlled  defendant  it  caused 
the  latter  to  sell  securities  to  the  public,  and  that  defendant  went 
into  bankruptcy  because  of  plaintiff's  unsuccessful  management 
(D.  Br.  4  and  66) .  The  fact  is  the  plaintiff  was  itself  controlled 
in  those  years  by  the  James  interests  who  owned  61%  of  its  com- 
mon stock  and  8.8%  of  its  preferred  stock  (admitted,  D.  Br.  3). 
These  were  the  controlling  human  agents  responsible  for  what 
occurred.  As  the  result  of  defendant's  reorganization,  the  James  ' 
interests  became  the  controlling  power  in  defendant.  If  plain- 
tiff's suit  is  defeated,  the  James  interests  will  profit  greatly  (see 
O.  B.  11,  13,  14). 

Defendant  argues  that  the  bankruptcy  court  could  have  com- 
pelled the  plaintiff  to  join  in  consolidated  returns  for  defendant's 
benefit  (D.  Br.  40).  The  reason  it  gives  for  this  contention  is  ; 
that  a  bankruptcy  court  has  the  powers  of  a  court  of  equity — an 
irrelevance,  since  (l)  a  bankruptcy  court  has  those  powers  only 
within  the  limits  of  its  bankruptcy  jurisdiction,  and  (2)  defendant  ■ 
fails  to  adduce  any  basis  for  an  equity  to  compel  plaintiff  to  join 
in  returns  for  defendant's  benefit.  We  have  shown  in  our  Opening 
Brief  that  there  would  have  been  no  such  equity.  (See  O.  B.  51- 
55.)  We  also  showed  that  the  bankruptcy  court  would  have  had 
no  jurisdiction  to  enter  any  such  order  (O.  B.  52).* 


*The  controlling  cases  on  jurisdiction  are  Benton  v.  Callaway,  165  F.2d 
877,  and  Callaway  v.  Benton,  336  U.S.  132. 

Of  these  cases  defendant  merely  says  (D.Br.  41)  that  they  involved  the 
power  of  the  reorganization  court  over  a  stranger  to  the  proceedings,  and 
that  plaintiff  here  was  a  party.  But  plaintiff  appeared  only  to  present  its 
views  in  opposition  to  the  Plan  of  Reorganization.  It  thereby  submitted 
itself  to  the  jurisdiction  of  the  bankruptcy  court  only  to  assert  its  claims,  as 
stockholder  or  bondholder,  against  the  debtor,  not  to  give  the  court  juris- 
diction over  demands  which  a  debtor  might  assert  against  it.  In  the 
Callaivay  case  the  litigant,  South  Western,  had  appeared  in  the  reorganiza- 
tion proceedings  to  ask  that  its  lease  be  adopted  by  the  reorganized  debtor 
(see  336  U.S.  132  at  134  and  135),  and  it  was  also  a  creditor  in  the  pro- 
ceedings (p.  146).  Yet  the  Court  of  Appeals  said  that  those  facts  gave  no 


25 

Revealing  defendant's  attitude  are  its  arguments  (D.  Br.  40) 
that  //  it  had  openly  come  to  plaintiff  to  ask  for  the  use  of  plain- 
tiff's rights,  it  would  have  been  a  "levy  of  tribute"  or  "exacting 
a  price  for  a  signature"  for  plaintiff  to  decline  to  give  away  its 
valuable  rights  and  its  assertion  that  equity  does  not  countenance 
hard  bargains.  Here  defendant  gave  plaintiff  no  opportunity  to 
bargain.  Taking  advantage  of  the  fiduciary  relationship,  it  appro- 
priated what  belonged  to  the  plaintiff.* 

II. 

THERE  IS  NO  MERIT  TO  DEFENDANT'S  CONTENTION  THAT 
PLAINTIFFS  CLAIMS.  THOUGH  VALID.  SHOULD  BE  DENIED 
BECAUSE  OF  THE  REORGANIZATION  PROCEEDINGS. 

The  last  part  of  defendant's  brief  is  devoted  to  the  contention 
that  even  if  plaintiff  "had  a  valid  claim"  it  has  been  barred  by 
the  reorganization  proceedings,  because  not  presented  to  and  ap- 
proved by  the  Bankruptcy  Court  (D.  Br.  68-83).  Defendant 
argues  that  even  though  the  plaintiff  and  its  stockholders  are 
justly  entitled  to  recover  $17,000,000  from  the  defendant,  they 
are  to  be  denied  that  recovery,  because  the  decree  of  the  Bank- 
ruptcy Court  destroyed  their  claim. 

This  harsh  contention  is  sustained  by  neither  the  facts  nor  the 
law. 


[jurisdiction  to  the  reorganization  court  to  compel  it  to  convey  rights  to  the 
debtor.  165  F.2d  877  at  882.  And  the  Supreme  Court  agreed.  336  U.S. 
at  146. 

*If  A  covets  something  of  value  belonging  to  B,  the  parties  may  by 
mutual  agreement  determine  the  terms  and  consideration  upon  which  B 
will  accede  to  A's  desires.  Sekulow  v.  11th  &  F.  St.  Valet,  Inc.,  162  F.2d 
19  (D.C.  Cir.  1947);  5  Williston  on  Cojztracts  (Rev.  ed.),  Sec.  1606; 
French  v.  Shoemaker,  14  Wall.  314,  333;  Truncate  v.  Universal  Pictures, 
Inc.,  16  F.  Supp.  465. 

The  cases  cited  about  "exacting  a  price  for  a  signature"  are  cases  where 
A  sells  or  assigns  something  to  B  "who  had  bought  and  paid  for"  all  A's 
rights  and  interests  and  to  make  the  sale  effective  a  signature  to  some  form 
was  later  necessary  (e.g.,  Kelley  v.  Caplice,  23  Kan.  474)  or  cases  likened 
by  the  court  to  selling  a  vote  on  a  public  question  {La'tti  v.  Rennert,  32 
N.E.2d  375  (111.  App.)). 
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A.  Plainfiff's  Claim  Is  Not'  Remotely  in  Derogation  of  the  Policy 
of  Section  77  of  the  Bankruptcy  Act  or  the  Purpose  of  Defend- 
ant's Reorganization. 

Defendant  first  asserts  that  plaintiff's  claim  is  contrary  to  the  ^ 
policy  of  Section  77  of  the  Bankruptcy  Act  (D.  Br.  68-71).  The  j 
assertion  lacks  merit.  We  so  showed  in  our  Opening  Brief  (pp.  . 
88-95),  and  we  now  note,  merely  by  way  of  recapitulation,  the  i 
following  facts.  The  tax  savings  had  no  bearing  whatever  on 
the  plan  of  reorganization  of  the  defendant.  Those  savings  were  : 
unanticipated.  The  Plan  contemplated  that  the  taxes  be  paid.  It 
was  approved  by  the  court,  consented  to  by  the  creditors,  con- 
firmed and  put  into  effect  before  anything  was  done  from  which  ; 
the  savings  arose.*  Thereafter  plaintiff's  rights  were  appropriated  ; 
to  give  defendant  an  unexpected  and  unjust  enrichment. 

There  is  no  policy  in  Section  77  that  after  a  reorganization  the 
reorganized  company  may  appropriate  rights  or  assets  of  another ; 
to  its  own  enrichment  without  a  duty  to  account. 

B.  Plaintiff's  Claims  Arose  After  the  Revesting  of  the  Railroad 
Properties  in  Defendant. 

The  properties  revested  in  defendant  on  December  31,  1944, 
and  the  trustees  then  surrendered  control  of  operations  to  it  (O.  B. 
26). 


*Defendant's  brief  (p.  75)  asserts  that  persons  who  participate  in  the 
reorganization  as  creditors  or  otherwise  are  entitled  to  an  exact  statement 
of  the  assets  available  for  the  new  concern  and  a  precise  definition  of  its 
liabilities,  and  cites  In  re  Colorado  &  S.  R.  Co.,  84  F.  Supp.  134.  That  case 
arose  under  the  McLaaghlhj  Act  (56  Stat.  787),  which  inserted  a  new  and 
temporary  chapter  (Ch.  XV)  into  the  Bankruptcy  Act.  The  McLaughhn 
Act  contained  special  provisions  for  notice  to  the  Secretary  of  the  Treasury 
relative  to  taxes,  binding  the  United  States  if  it  failed  to  appear  within  a 
given  time  (Sees.  722  and  738).  The  case  did  not  involve  claims  arising 
from  a  trustee's  operations  but  pertained  to  taxes  accrued  before  the  court 
acted  on  the  petition  which  commenced  the  proceedings.  What  the  court 
said  was  that  if  the  United  States  had  presented  a  claim  for  additional  taxes, 
it  would  have  made  the  plan  of  adjustment  unacceptable  to  the  creditors 
who  otherwise  gave  the  assents  without  which  the  plan  could  not  have  been 
approved. 

In  the  present  case,  the  tax  savings  arose  from  acts  occurring  after  the 
plan  was  approved,  consented  to,  confirmed  and  consummated. 
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Patently,  if  the  plaintiflf's  claims  arose  afterwards,  the  reorgan- 
ization proceedings  could  not  bar  them. 

Liabilities  and  obligations  arising  from  use  of  another's  prop- 
erty or  rights  by  a  post-reorganization  company  may  be  enforced 
without  impairment  by  reason  of  the  reorganization  proceedings. 
Seabord  Air  Line  R.  Co.  v.  Savannah  Union  Station  Co.,  181 
F.2d  267  (5  Cir.). 

Plaintiff's  claims  did  arise  after  the  reorganization.  This  is 
self-evident  as  to  claims  with  respect  to  the  1944  taxes  and  the 
refund  of  1942  taxes.  The  claim  for  refund  was  filed  in  March, 
1945 — 21/2  months  after  the  reorganization  was  over — and  the 
1944  return  was  filed  in  June,  1945.  The  trustees  had  nothing  to 
do  with  either.  The  filing  of  these  papers  was  strictly  the  act  of 
defendant. 

Defendant  argues  that  the  income  to  which  the  1944  return  and 
the  claim  for  refund  pertained  had  accrued  while  the  railroad  was 
being  operated  by  the  trustees.  But  the  obligation  to  pay  the  taxes 
on  that  income  was  assumed  by  the  defendant  by  means  of  the 
Assumption  Agreement  (see  O.  B.  90).  The  liability  thereafter 
remaining  was  that  of  the  defendant,  not  the  trustees.  It  was  the 
defendant  and  not  the  trustees  who  then  utilized  plaintiff's  loss 
and  rights  to  avoid  paying  taxes  and  to  discharge  that  liability. 

As  respects  the  1943  taxes,  although  the  returns  were  filed  in 
July,  1944,  the  claim  for  recovery  or  an  accounting  of  the  tax 
savings  relative  to  that  year  could  not  accrue  before  there  were  tax 
iSavings,  i.  e.,  not  earlier  than  August,  1947,  when  the  government 
'finally  accepted  the  returns  pursuant  to  the  settlement.  And  it 
accrued  when  defendant  refused  to  account.  The  failure  to  account 
was  the  wrongdoing. 

When  the  trustees  turned  over  the  assets  to  the  defendant  in 
jDecember,  1944,  among  those  assets  were  $7,100,000  in  govern- 
ment bonds,  earmarked  as  a  reserve  for  the  payment  of  1943 
taxes.  The  tax  savings  resulted  from  the  subsequent  acts  of  the 
defendant  in  adopting  the  returns  as  filed,  and  in  the  name  of 
plaintiff  prevailing  upon  the  tax  authorities  to  accept  them.  For 
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example,  defendant's  Annual  Report  for  1944,  issued  in  May, 
1945  (5  months  after  it  was  out  of  reorganization),  refers  to  the 
reserves  as  maintained  to  protect  the  defendant  in  the  event  of 
"a  ruling  adverse  to  the  Company's  contention  that  it  was  not 
liable  for  any  Federal  income  or  excess  profits  taxes  for  the 
calendar  year  1943  and  the  first  four  months  of  1944"  (514  P. 
20-C) .  It  will  be  noted  that  mention  is  here  made  of  the  Company, 
not  of  the  trustees.* 

As  defendant's  witness,  Mr.  Polk,  testified,  "this  was  a  doubt- 
ful item  and  it  was  not  until  the  Bureau  had  finally  allowed  the 
settlement  that  I  knew  that  we  had  the  benefit  of  it"  and  "*  *  * 
any  action  [about  tax  savings]  was  premature  until  the  liability 
to  the  government  was  determined.  You  cannot  calculate  any 
savings  until  you  know  *  *  *  the  liability  under  the  returns  as 
filed"  (1459,  1460). 

The  Bureau's  field  examiner  concluded  in  May,  1946,  that  the 
deduction  should  be  disallowed. f  Tax  counsel  then  took  the  mat- 
ter up  with  the  Internal  Revenue  Agent  in  Charge.  In  order  to 
do  this,  he  had  to  procure  a  power  of  attorney  from  the  plaintiff, 
through  Mr.  Curry  (l424).  Filing  the  power  of  attorney  was  an 
act  of  the  defendant,  not  of  the  trustees,  and  but  for  it  there 
would  have  been  no  tax  saving.  The  first  letter  to  the  Agent  was 
written  May  31,  1946  (O.  B.  20). 

After   an   adverse  conclusion  of   the  Agent,   the  matter  was 


*The  1943  returns  had  been  filed,  not  in  the  name  of  the  trustees,  but  in 
the  name  of  defendant  as  an  affiliate  of  plaintiff,  and  the  returns  were 
signed,  not  by  the  trustees  or  by  Mr.  Elsey  as  their  agent,  but  by  him  as 
defendant's  president.  (See  in  P.  4 A  the  "Return  of  Information  and 
Authorization  and  Consent  of  Subsidiary  Corporation  Included  in  a  Con- 
solidated Income  Tax  Return.") 

The  Plan  of  Reorganization  itself  contemplated  that,  vis-a-vis  the  creditors 
who  were  to  become  the  stockholders  of  the  reorganized  Company,  the 
income  after  January  1,  1939  was  to  be  treated  as  if  the  reorganized  Com- 
pany had  come  into  ownership  and' possession  of  the  properties  on  January 
1,  1939  (2183  D.  23A,  para.  7). 

fThe  government's  audit  of  the  returns  did  not  even  become  active  until 
the  latter  part  of  1945  (1419),  the  field  examiner  did  not  complete  his 
work  of  examining  the  returns  until  May  1946  (1423),  and  the  audit  was 
not  completed  by  April  1947  (1788) . 
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taken  to  the  office  of  the  Commissioner  of  Internal  Revenue  in 
Washington  and  there  settled  (l426,  et  seq.).  None  of  this  in- 
volved any  acts  of  the  trustees. 

Before  the  tax  settlement  in  1947  defendant  had  already  been 
advised  in  writing  that  plaintiff  expected  an  accounting  of  the 
tax  savings,  if  defendant  succeeded  in  having  the  government 
accept  the  returns  as  filed  (O.  B.  22).  Defendant  had  its  choice 
then  whether  to  seek  to  have  those  returns  accepted  or  not.  The 
tax  savings  were  the  result  of  its  action  at  that  time. 

C.  If  Any  Parii'  of  PlaintifF's  Claims  Arose  Before  Revesting,  the 
Reorganization  Court  Required  Them  to  Be  Assumed,  and 
They  Were  Assumed,  by  Defendant;  the  Court  Made  No  Order 
Barring  the  Claims. 

Defendant  seeks  to  avoid  the  fact  that  the  plaintiff's  claim 
relative  to  the  1943  taxes  accrued  after  the  close  of  the  reorgan- 
ization proceedings  by  arguing  that  theretofore  it  was  executory 
3r  contingent,  and  it  then  argues  that  the  claim  is  barred. 

The  argument  is  permeated  with  numerous  erroneous  assump- 
tions of  fact  and  fallacies  of  law,  as  we  shall  now  show. 

In  the  first  place,  if  those  claims  accrued  before  December  31, 
1944,  or  existed  even  contingently,  they  were  expressly  assumed 
by  defendant. 

The  bankruptcy  court  decreed  no  bar  of  claims  except  such  as 
nay  be  found  in  the  "revesting  order"  of  November  27,  1944 
(36).  Paragraph  11  of  that  order  fixed  the  date  of  the  consum- 
mation of  the  Plan  as  December  29,  1944,  and  provided  that  "the 
said  Railroad  Company  shall  thereupon  be  forever  released  and 
discharged  from  all  of  its  debts,  obligations  and  liabilities,  ex- 
:ept  as  herein  provided"  (51,  52). 

This  was  no  bar  to  the  present  claim,  for  two  reasons.  First, 
:he  bar  relates  to  "its"  debts,  i.  e.,  those  of  the  railroad  company 
existing  at  the  time  reorganization  proceedings  commenced  in 
1935,  not  to  claims  arising  from  the  trustees'  acts  (see  pp.  34- 
^9,  infra) .  Second,  the  revesting  order  expressly  excepted  from 
its  bar  certain  obligations.  In  paragraph  8  it  "authorized  and  di- 
rected" defendant  "to  execute  and  deliver  *  *  * 
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(a)  agreement  providing  for  the  assumption  of  certain  ob- 
ligations, liabilities,  contracts,  agreements  and  leases  of  the 
debtor  and  the  debtor's  Trustees,  substantially  in  tlie  form 
attached  to  this  order  as  "Exhibit  D',  the  form  and  provisions 
of  which  are  hereby  approved;"  (45,  46). 

An  Assumption  Agreement  was  then  executed  by  defendant  in 
December,  1944  (see  O.  B.  26).  Therein  defendant  agreed  to: 
"2.  Assume  any  and  all  outstanding  current  liabilities 
and  obligations  incurred  by  said  Trustees  *  *  *  and  gener- 
ally any  and  all  liabilities  and  obligations  with  respect  to 
claims  of  any  character  whether  heretofore  or  hereafter  as- 
serted arising  out  of  the  possession,  use  or  operation  of  the 
debtor's  properties  by  said  Trustees,  or  their  conduct  of  the 
debtor's  business,  including  liabilities  and  obligations  here- 
after arising  up  to  midnight  December  31,  1944."  (1711, 
1713.) 

Defendant  tries  to  restrict  this  assumption  to  less  than  all  the 
trustees'  obligations,  by  reference  to  various  inapplicable  language 
of  the  revesting  order  and  the  Plan  of  Reorganization  (D.  Br. 
77).  But  the  Assumption  Agreement  says  "all,"  it  is  in  the  exact 
form  attached  to  the  revesting  order  and,  in  finding  (e)  of  that 
order  the  court  found  that  this  agreement  providing 

"for  the  assumption  of  obligations,  liabilities  *  *  *  which 
are  to  be  assumed  by  the  reorganized  company  pursuant  to 
the  plan  of  reorganization,  is  consistent  with  and  conforms 
to  the  plan  of  reorganization  *  *  *."  (40.) 

Not  only  is  the  language  of  the  agreement  all-comprehensive, 
it  was  so  construed  by  the  court.  By  order  of  May  21,  1945,  ap- 
proving the  trustees'  final  report,  the  court  found  in  paragraph  4 
that  by  the  Assumption  Agreement  the  "Debtor  Company  as- 
sumed and  agreed  to  perform  all  contracts,  leases,  agreements, 
liabilities  and  obligations  of  the  Trustees  remaining  in  effect  on 
December  31,  1944"  (1987,  1988). 

Defendant's  attempt  to  qualify  the  breadth  of  the  Assumption 
Agreement  is  based,  essentially,  on  the  provisions  of  paragraph 
10  of  the  revesting  order  that  defendant  was  to  pay  expenses  and 
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costs  of  administration  in  such  amounts  as  were  determined  by 
the  court  (D.  Br.  77) .  Defendant  tries  to  squeeze  plaintiff's  claims 
into  the  pigeonhole  of  expenses  of  administration  and  bar  them 
for  lack  of  presentation  to  the  bankruptcy  court.  The  argument 
is  without  merit. 

As  used  in  the  particular  reorganization  proceedings  the  term 
"expenses  of  reorganization"  was  not  co-extensive  with  all  obliga- 
tions arising  from  the  trustees'  acts.  This  fact  is  apparent  from 
many  provisions  of  the  Plan  and  the  Revesting  Order,  but  it  is 
sufficient  merely  to  review  subdivision  Q  of  the  Plan,  which  de- 
fendant quotes  (D.  Br.  78).  That  subdivision  treats  of  two  dif- 
ferent groups  of  claims:  (l)  those  that  must  be  paid  in  cash  or 
that  the  reorganized  company  must  agree  to  assume  by  entering 
into  an  express  assumption  agreement,  and  (2)  those  that  it  must 
be  deemed  to  have  assumed,  i.  e.,  in  regard  to  which  an  assump- 
tion would  be  implied. 

The  second  group  consisted  of  express  contracts  of  an  executory 
nature  extending  beyond  the  reorganization  and  remaining  to  be 
performed  thereafter.  Patently  it  is  not  here  involved,  although 
defendant  refers  to  it  (D.  Br.  78). 

The  first  and  pertinent  group  includes  four  kinds  of  claims: 

(a)  Claims  existing  against  the  debtor  prior  to  the  commence- 
ment of  the  bankruptcy  and  entitled  to  priority  over  the  mort- 
gages; 

(b)  current  habilities; 

(c)  "obligations  incurred  by  the  trustees  of  the  properties  of 
the  debtor  during  the  reorganization  proceedings";*  and 

(d)  expenses  of  reorganization. 

Paragraph  10  of  the  revesting  order  effectuates  the  provisions 
of  the  Plan  concerning  expenses  of  administration.  But  it  is  para- 
igraph  8(a)  which  effectuates  the  generality  of  the  provisions  of 
ithe  Plan  relative  to  "obligations"    (46). f  And  that  paragraph 


I  *In  its  trial  brief  (p.  126)  defendant  conceded  that  "  'obligations'  may 
jhave  a  different  scope"  than  "current  liabilities."  In  its  present  brief  it 
blandly  treats  them  as  synonymous. 

fDefendant  even  discusses  paragraph  15,  which  relates  only  to  assertion 
of  liens  or  the  attachment  of  property  (D.Br.  79)  . 
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required  the  defendant  to  execute  the  prescribed  Assumption 
Agreement  and  thereby  to  assume  claims  of  any  character, 
"whether  heretofore  or  hereafter  asserted  arising  out  of  *  *  *  their 
[the  trustees']  conduct  of  tlie  debtor's  business,"  and  it  did  not 
limit  the  assumption  to  obligations  first  presented  and  approved 
by  the  bankruptcy  court.  The  explicit  mention  of  claims  "here- 
after asserted"  so  shows. 

The  revesting  order,  and  the  petition  on  which  it  was  granted, 
were  both  prepared  by  Mr.  Coulson's  firm  (36,  1699).  That  firm 
is  now  counsel  for  defendant  in  this  case.  Mr.  Coulson  never  \ 
supposed  that  the  order  had  the  meaning  that  he  now  advocates. 
On  November  15,  1948,  he  submitted  his  bill  to  defendant  fori 
$300,000  for  tax  services  rendered  in  part  to  the  trustees  in  con- 
nection with  the  subject  matter  of  this  suit  (1749) .  If  the  Assump- 
tion Agreement  covered  only  claims  first  presented  to  and  ap- 
proved by  the  reorganization  court,  Mr.  Coulson's  claim  would 
be  barred. 

Defendant  notes  that  in  some  cases  it  has  been  held  that  for 
certain  purposes  taxes  accruing  during  receivership  are  expenses ' 
of  administration.    Apparently  defendant  deduces,  although  si- 
lently, that  plaintifi^s'  claim  must  be  regarded  as  of  the  same 
character  as  the  obligation  to  pay  taxes. 

The  argument  is  self-defeating.  The  term  "costs  and  expenses 
of  administration"  as  used  in  the  defendant's  reorganization  pro- 
ceedings did  not  include  taxes.  The  Plan  explicitly  provided  (233 
I.C.C.  at  455)  that 

"Notwithstanding  any  other  provisions  of  this  modified 
order,  the  reorganized  company  shall  assume  the  liability 
for,  and  shall  pay  in  full  in  due  course,  any  and  all  taxes 
due  to  the  United  States  from  the  debtor  or  the  debtor's 
trustees  for  any  taxable  period  prior  to  the  date  of  the  con- 
firmation of  the  plan,  whether  or  not  proof  thereof  has  been 
made  in  the  proceeding  and  without  prejudice  by  reason  of 
not  having  made  proof  thereof." 

Similarly,  while  the  revesting  order  referred  to  "costs  and  ex- 
penses of  administration"  in  paragraphs  10  and  20,  it  referred 
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to  taxes  in  paragraph  9  and  it  there  provided  that  the  defendant 

must 

"assume  liability  for,  and  pay  in  due  course,  any  and  all  taxes 
lawfully  due  to  the  United  States  from  the  debtor  or  the 
debtor's  Trustees  for  any  taxable  period  prior  to  January 
1,  1945,  whether  or  not  proof  thereof  was  made  in  said 
proceeding  and  without  prejudice  by  reason  of  such  proof 
not  having  been  made."  (49) 

The  notion  that  the  obligation  to  account  to  the  plaintiff  could 
fall  within  the  narrow  confines  of  the  expression  "costs  and  ex- 
penses of  administration"  has  no  substance.  A  receiver's  office 
expenses  or  the  salaries  of  his  clerical  help  are  expenses  of  ad- 
ministration, but  if  the  receiver  robs  a  bank  or  seizes  and  sells 
the  property  of  another  to  obtain  funds  to  pay  his  office  expenses 
or  clerical  salaries,  the  liability  to  account  to  the  owner  can  hardly 
be  so  denominated. 

FINAL  ORDER. 

Defendant  also  refers  to  the  final  order  of  March  28,  1946 
(D.  Br.  80) .  But  the  defendant,  its  assets  and  operations  had  been 
out  of  the  trustees'  hands  since  December  31,  1944,  and  the  "final 
order"  merely  settled  the  personal  accounts  and  formally  closed 
the  files  of  the  court  on  the  case.  So  far  as  any  bar  is  involved, 
that  order  merely  adopted  the  provisions  of  the  revesting  order 
of  November,  1944.  Therefore,  it  barred  only  such  claims  as  ex- 
isted on  or  before  December  31,  1944,  and  it  exempted  from  that 
bar  all  claims  exempted  by  the  revesting  order,  i.  e.,  those  covered 
by  the  Assumption  Agreement. 

D.     Plaintiff's  Claims  Did  Not  Have  to  Be  Approved  by  the  Bank- 
ruptcy Court. 

Defendant  argues  that  plaintiff's  claims,  though  valid,  are 
barred  by  failure  to  have  them  approved  by  the  bankruptcy  court. 

As  respects  the  1944  returns  and  the  claim  for  refund  there  is 
not  the  remotest  basis  for  the  contention.  The  property  had  al- 
ready been  surrendered  to  the  defendant.  As  said  in  Texas  and 
"Pacific  Railway  Company  v.  Johnson,  151  U.S.  81  at  103: 


34 

"*  *  *  we  are  aware  of  no  principle  which  would  justify 
us  in  holding  that  a  court,  under  the  circumstances  which 
existed  here,  could  part  with  its  jurisdiction  over  property 
by  the  complete  surrender  thereof  to  its  owner,  and  at  the 
same  time  constructively  retain  jurisdiction  over  such  prop- 
erty so  as  in  that  respect  to  bind  those  who  would  otherwise 
be  unaffected  by  its  orders." 

Here  the  reorganization  court  did  not  even  purport  to  reserve 
jurisdiction  to  supervise  claims  arising  after  the  revesting.* 

Nor  is  defendant's  contention  correct  as  respects  the  1943 
taxes.  A  basic  fallacy  is  its  failure  to  observe  the  distinction  be- 
tween obligations  of  the  debtor  existing  at  the  onset  of  the  pro- 
ceedings and  obligations  arising  from  acts  of  the  court's  officers. 

At  the  moment  when  any  plan  of  reorganization  under  Section 
77  of  the  Bankruptcy  Act  is  to  be  consummated,  four  possible 
classes  of  liabilities  may  be  in  existence:  (l)  Personal  liability  of 
the  debtor  itself  for  its  own  debts  and  liabilities,  i.  e.,  debts  ex- 
isting at  the  commencement  of  the  reorganization  proceedings; 
(2)  liability  of  the  property  and  assets  in  the  hands  of  the  trustees 
to  pay  these  debts  and  to  pay  the  claims  of  stockholders,  as  stock- 
holders; (3)  personal  liability  of  the  trustees  to  pay  obligations 
arising  from  their  operations;  (4)  liability  of  the  property  and 
assets  to  pay  the  latter  class  of  obligations. 

The  policy  of  the  law  is  to  discharge  claims  of  the  first  three 
classes  but  not  of  the  fourth.  The  integrity  of  the  courts  requires 
that  claims  arising  from  the  acts  of  their  officers  be  paid,  and  it 
is  settled  practice  that  such  claims  are  assumed  by  the  party  to 
whom  the  assets  are  transferred. 

Subdivision  (f)  of  Section  77t  provides: 


*Nor  could  it.  As  said  in  Reese  v.  Beacon  Hotel  Corporation,  149  F.2d 
610  at  6ll:  "*  *  *  reservation  of  jurisdiction  beyond  what  is  requisite  to 
effectuate  a  plan  of  reorganization  is  beyond  the  power  of  the  reorganiza- 
tion court."  Here  the  plan  was  formulated,  approved  and  confirmed  before 
anything  was  done  that  eventually  led  to  the  tax  savings.  Cf.  Callaway  v. 
Benton,  336  U.S.  132. 

fTitle  11  U.S.C.A.  Sec.  205(f),  p.  190. 
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"The  property  dealt  with  by  the  plan,  when  transferred 
and  conveyed  to  the  debtor  or  to  the  other  corporation  or 
corporations  provided  for  by  the  plan,  or  when  retained  by 
the  debtor  pursuant  to  the  plan,  shall  be  free  and  clear  of 
all  claims  of  the  debtor,  its  stockholders  and  creditors,  and 
the  debtor  shall  be  discharged  from  its  debts  and  liabilities, 
except  such  as  may  consistently  with  the  provisions  of  the 
plan  be  reserved  in  the  order  confirming  the  plan  or  direct- 
ing such  transfer  and  conveyance  or  retention  *  *  *.  Upon 
the  termination  of  the  proceedings  a  final  decree  shall  be 
entered  discharging  the  trustee  or  trustees,  and  making  such 
provisions  as  may  be  equitable,  by  way  of  injunction  or 
otherwise,  and  closing  the  case." 

Thus,  while  provision  is  made  to  discharge  the  debtor  and  the 
assets  from  claims  existing  at  the  commencement  of  the  reorgan- 
ization and  to  discharge  the  trustees  personally,  no  provision  is 
made  for  freeing  the  assets  from  liabilities  arising  from  the  trus- 
tees' operations. 

Here,  the  Assumption  Agreement  carried  out  the  policy  of  the 
law  by  imposing  on  defendant  the  affirmative  duty  to  pay  such 
liabilities. 

The  provisions  of  Section  77  "carr[y]  with  [them]  the  appli- 
cation to  railroad  reorganizations  of  decisions  and  authorities 
originally  applicable  to  equity  receiverships."  5  Collier  on  Bank- 
ruptcy (l4th  ed.)  P.  493,  citing  In  re  Southwestern  Ry.  Co.,  17 
F.  Supp.  68,  aff' d  88  F.2d  163.* 


*Proceedings  under  Section  77  are  essentially  enlarged  receivership  pro- 
ceedings, freed  of  territorial  limitations  and  with  title  to  the  debtor's  assets 
vesting  in  trustees.  5  Collier,  p.  467.  Unlike  ordinary  or  traditional  bank- 
ruptcy proceedings,  their  purpose  is  not  to  liquidate  the  debtor  but  to 
rehabilitate  it  and  to  preserve  its  operations.  5  Collier,  p.  468 ;  Thompson 
V.  State  of  Louisia7ia,  98  F.2d  108  (8  Cir.)  ;  Lowden  v.  State  Corp  Comm'r, 
76P.2d  1139;  42  N.M.  254. 

Section  77,  subd.  (a)  (11  U.S.C.A.,  Sec.  205(a)  at  p.  179)  confers 
on  the  court  "all  the  powers  not  inconsistent  with  this  section,  which  a 
Federal  court  would  have  had  if  it  had  appointed  a  receiver  in  equity  of 
the  property  of  the  debtor  for  any  purpose."  Subdivision  (c)  (2)  provides 
that  the  trustee  "shall  have  all  the  title  and  shall  exercise  *  *  *  to  the 
extent  not  inconsistent  with  this  section,  if  authorized  by  the  judge,  the 
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The  principles  in  railroad  receiverships  were  well  settled  when 
Section  77  was  enacted.  When  the  assets  of  the  debtor  were  sold 
to  pay  its  debts,  it  was  the  practice  to  require  the  purchaser  to 
assume  all  liabilities  arising  from  the  receiver's  acts,  and  the  pur- 
chaser became  personally  liable,  thus  preserving  the  claims,  al- 
though the  receiver  himself  was  personally  discharged.  Cf.  Han- 
Ion  V.  Smith,  175  Fed.  192;  1  Clark  on  Receivers  (2d  ed.)  Sec- 
tion 494,  at  p.  677.  When  the  assets  were  not  sold  but  were  re- 
turned to  the  debtor,  enriched  or  bettered  by  the  receiver's  acts 
or  operations,  the  party  receiving  them  was  held  liable  for  the 
claims  arising  out  of  the  receiver's  acts  even  though  the  claims 
were  not  presented  to  the  receivership  court  within  a  time  fixed 
by  it.  An  assumption  arose  by  implication  of  law.  Cf.  discussion 
in  Bartlett  v.  Cicero  Light,  Heat  &  Poiver  Co.  (111.),  52  N.E.  339 
at  341,  342;  177  111.  68.* 

Leading  cases  are  Texas  &  Pacific  Railway  Company  v.  John- 
son, 151  U.S.  81,  and  Texas  &  Pacific  Railway  Company  v.  Bloom, 
164  U.S.  636.  There,  during  receivership  the  earnings  of  the 
railroad  were  applied  to  payments  of  debts  and  to  betterments. 
The  order  directing  the  receiver  to  deliver  the  assets  back  to  the 
railroad  discharged  him  as  of  the  date  of  revesting  and  contained 
a  provision  directing  claims  to  be  filed  on  a  day  certain  under 
penalty  of  being  forever  barred  (164  U.S.  638,  639). 

The  Supreme  Court  held  that  since  an  order  barring  claims 
arising  from  the  Receiver's  acts  would  be  highly  unfair,  any  bar 
order  entered  should  be  strictly  construed  so  as  not  to  have  that 
effect.  The  court  emphasized  that  two  purposes  are  to  be  served 

powers  of  a  receiver  in  an  equity  proceeding  *  *  *"   (11  U.S.C.A.  Sec. 
205(c)  (2)   at  p.  183). 

Here  the  powers  of  a  receiver  in  equity  were  conferred  on  the  trustees 
by  order  of  November  9,  1935  (1923,  1928  D  22) . 

*See  also  Glenn  on  Liquidation,  Sec.  165,  pp.  273,  274;  Clark  on  Re- 
ceivers, Sec.  495,  p.  677;  Stuart  v.  Dickinson,  235  S.W.  A46,  456;  290 
Mo.  516;  Anderson  v.  Chicago,  R.I.  &  P.  R.  R.  Co.,  175  N.W.  583;  189 
Iowa  739.  A  full  discussion  appears  in  45  Am.  Jur.  276,  Sec.  345.  Among 
other  things  it  is  there  said : 

'Turthermore,  a  railroad  company  is  liable  for  any  claim  which 
should  have  been  paid  by  the  receiver  out  of  the  earnings  of  the  rail- 
road, although  the  claim  is  not  established  by  intervention  within  the 
time  fixed  by  the  order  of  the  court." 
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when  a  receivership  is  to  be  closed:   (1)  The  receiver  should  be 
protected;  but  (2)  the  court  should  see  that  all  just  claims  aris- 
ing from  his  conduct  are  protected. 

These  purposes  were  attained  by  construing  the  bar  order  as 
cutting  off  the  receiver's  personal  liability  and  precluding  subse- 
quent recourse  in  the  receivership  proceedings  but  as  not  preclud- 
ing recourse  in  any  other  competent  forum  against  the  party  re- 
ceiving the  assets,  despite  lack  of  filing  of  the  claims  in  the  receiv- 
ership court.  An  implied  assumption  by  the  company  arose  from 
the  receipt  of  the  assets  which  had  been  enriched  by  the  receiver's 
acts.*  Johnson,  151  U.S.  at  104  to  106;  Bloom,  164  U.S.  at  640, 
641. 

Plaintiff's  position  here  is  stronger  than  that  of  Bloom  or 
Johnson.  In  those  cases  there  was  no  express  assumption  of  the 
receiver's  obligations.  The  assumption  was  implied  on  principles 
of  unjust  enrichment.  Here  v/e  not  only  have  all  the  facts  of 
enrichment  sufficient  to  create  an  implied  assumption,  but  we  also 
have  an  express  agreement  of  assumption.  In  those  cases,  too, 
while  the  assets  were  enriched,  there  was  no  relation  between  the 
enrichment  and  the  particular  claims  asserted.  Here,  not  only 
were  the  assets  greatly  enriched  and  bettered  upon  revesting  in 
defendant  (see  O.  B.  28,  94),  but  there  is  an  immediate  and  di- 
rect causal  relationship  between  the  activities  giving  rise  to  the 
obligation  and  the  increase  of  assets  in  the  defendant's  hands. 
Defendant's  assets  are  enriched  by  the  precise  amount  of  the  tax 
savings.  In  those  cases  there  was  an  order  directing  claims  arising 
from  the  receiver's  acts  to  be  presented  on  a  given  date  under 
penalty  of  being  barred.  Here  there  was  no  such  order. 

Defendant  asserts  (D.  Br.  70)  that  "reorganization  must  put 
an  end  to  all  outstanding  claims"  and  quotes  a  passage  from 
Duryee  v.  Erie  R.  Co.,  175  F.2d  58  and  one  from  6  Collier  on 
Bankruptcy  (l4th  ed.)  Sec.  11.18,  pp.  3922-24,  relative  to  pro. 
ceedings  under  Chapter  X  (former  Sec.  77B).  But  the  Duryee 
case  was  speaking  "of  a  claim  existing  prior  to  the  reorganization 


*Cf.  Calif orfjia  C it'll  Code,  Section  3521:    "He  who  takes  the  benefit 
must  bear  the  burden." 
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proceedings"  (p.  61  and  headnote  1).  And  Collier's  reference 
to  the  discharge  of  "liabilities  incurred  during  reorganization" 
relates  to  obligations  incurred  by  the  debtor  itself,  not  to  those 
arising  from  the  trustees'  acts.  This  is  shown  not  only  by  the  lan- 
guage of  the  text  but  by  the  only  case  cited  by  Collier  in  support 
of  the  phrase,  Peavy-Byrnes  Lumber  Co.,  Inc.  v.  Long-Bell  Lumber 
Co.,  55  F.  Supp.  654. 

ABSENCE  OF  NOTICE  TO  PRESENT  CLAIMS. 

If  the  court  had  power  under  Section  77  to  bar  claims  arising 
from  the  trustees'  acts  for  failure  of  presentation,  it  could  not  ex- 
ercise that  power  without  giving  notice. 

Any  attempt  to  do  so  would  violate  due  process.  In  re  Central 
R.  Co.  of  New  Jersey,  136  F.2d  633  (3  Cir.),  cer.  den.  320  U.S. 
805.  In  re  Glenn-Colusa  Irrigation  District,  62  F.  Supp.  65  (N.D. 
Cal.).  "Notice  is  a  very  essential  feature  of  the  Bankruptcy  Act 
if  the  rights  of  creditors  are  to  be  limited  or  curtailed,"  Invest- 
ment Building  v.  Finance  Co.  of  America,  105  F.2d  345  at  347 
(3  Cir.  ).  And  see  Texas  &  Pacific  Railway  v.  Johnson,  151  U.S. 
81  at  103. 

Moreover,  if  there  is  any  power  in  a  court  under  Section  77  to 

bar  claims  arising  from  the  conduct  of  receivers  or  trustees,  that 

power  is  governed  by  subsection  (c)  (8),  which  prescribes  that 

"The  judge  shall  cause  reasonable  notice  of  the  period  in 

which  claims  may  be  filed  *  *  *  to  be  given  creditors  and 

stockholders  by  publication  or  otherwise." 

Here  no  notice  was  given  to  claimants  to  present  any  claims 
arising  from  the  trustees'  operations,  as  distinguished  from  claims 
existing  against  the  debtor  at  the  time  proceedings  were  instituted 
in  1935.  Nor  did  the  court  make  any  order  directing  that  such 
notice  be  given. 

It  is  obvious  why  no  such  order  was  made:  No  bar  was  in- 
tended.* As  a  matter  of  construction,  the  absence  of  such  an  order 


*In  Investment  Building  v.  Finance  Co.  of  America,  supra,  where  a 
notice  was  given  to  certain  class  of  creditors  but  there  was  no  order  re- 
quiring it  to  be  given,  that  fact  was  held  to  show  the  court  had  no  intention 
to  bar  the  claims  of  the  class. 


39 

and  of  notice  confirms  tiiat  the  Assumption  Agreement  was  in- 
tended to  be  as  broad  and  as  complete  as  its  language  indicates.* 

Defendant  relies  on  this  Court's  decision  in  McColgan  v. 
Maier  Breiving  Co.,  134  F.2d  385  (D.  Br.  74).  There  an  involun- 
tary petition  in  ordinary  bankruptcy  had  been  filed  against  a  cor- 
poration. It  was  operated  by  a  receiver  until  a  plan  of  composi- 
tion was  approved,  the  business  was  restored  to  the  debtor,  and 
the  receiver  discharged.  Later  it  went  into  77B  proceedings,  and 
the  question  was  whether  a  claim  for  state  franchise  taxes  for  the 
years  when  the  business  was  being  operated  by  the  receiver  in  the 
first  bankruptcy  should  be  recognized,  the  claim  not  having  then 
been  presented  in  the  first  proceedings.  This  Court  twice  empha- 
sized that  notice  had  been  given  directing  such  claims  be  filed 
under  peril  of  being  barred. f 

Moreover,  there  was  no  showing  that  during  the  receivership 
there  had  been  any  enrichment  of  the  estate  by  the  receiver's  op- 
erations as  by  devoting  funds  received  from  the  operations  to  pay- 
ments of  debts  or  to  the  making  of  improvements  or  betterments. :]: 

Defendant's  argument  ignores  the  element  of  enrichment  of 
the  trust  estate  by  the  trustees'  acts  and  the  revesting  of  the  estate, 
so  enriched,  in  the  defendant.  In  the  McColgan  case  this  Court 


*Defendant  quotes  a  passage  from  Collier  on  Bankruptcy  relative  to 
discharge  of  holders  of  claims  who  have  had  no  notice  (D.Br.  70).  This 
pertains  to  cases  where  the  court  directed  notice  to  be  given  and  it  was 
given  as  prescribed,  but  where  there  was  no  showing  that  a  particular 
claimant  had  received  it.  Since  the  identity  of  creditors  may  be  unknown, 
notice  may  not  in  fact  come  to  a  particular  claimant's  attention.  It  is  to  this 
situation  only  that  Collier's  statement  applies,  as  shown  by  his  principal 
citation,  North  American  Car  Corporation  v.  Peerless  W.  &  V.  Mach. 
Corporation,  143  F.2d  93S  (2  Cir.). 

fit  said: 

"During  the  course  of  the  proceedings  numerous  notices  were  published 
in  Southern  California  newspapers,  pursuant  to  court  order,  directing  all 
persons  having  claims  to  present  them"  (p.  386). 

"*  *  *  Persons  having  demands  against  the  receiver  or  claiming  rights 
to  participate  in  the  estate  were  repeatedly  given  notice  to  come  in  and  make 
their  demands  known"  (p.  388). 

|This  Court  concluded  by  saying  (p.  388),  "It  is  said  that  the  corpora- 
tion was  unjustly  enriched  through  the  nonpayment  of  these  taxes,  but  we 
do  not  know  that  to  be  true."  • 
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relied  on  a  "general  rule"  as  stated  in  1  Clark  on  Receivers  (2nd 
ed.   1929),  p.  1008   (misprinted  as  p.  108).  On  the  next  page 
Clark  states: 

"When  a  receiver  is  about  to  be  discharged  and  the  prop- 
erty redelivered  to  the  owner,  the  receiver  on  the  one  hand  is 
entitled  to  protection  from  liability,  and  on  the  other  hand, 
just  claims  are  entitled  to  be  paid.  In  such  cases  provision  is 
generally  made  for  operation  liabilities  during  the  receiver- 
ship and  judgments  rendered  or  to  be  rendered  in  favor  of 
the  interveners." 

Such  provision  was  here  made  by  the  revesting  order  and  the 
Assumption  Agreement. 

ANSWER  TO  DEFENDANT'S  CONTENTION 
ABOUT  CONTINGENT  CLAIMS. 

We  have  shown  that  plaintiff's  claims  arose  after  the  revest- 
ing (pp.  26-29,  supra).  Defendant  argues  that  prior  to  the  revest- 
ing the  claim  relative  to  the  1943  taxes  was  contingent  and  con- 
tends that  contingent  claims  must  be  filed. 

Claims  not  provable  in  bankruptcy  are  not  discharged.  Chapter 
X  (former  Sec.  77B)  broadened  the  law  with  respect  to  what 
could  be  proved,  but  the  matter  is  one  of  express  statutory  provi- 
sion, and  inspection  of  Chapter  X  shows  that  its  reference  to 
"executory  or  contingent  claims"  relates  to  claims  arising  out  of 
contracts  of  the  debtor  which  were  in  existence  at  or  before  the 
time  the  bankruptcy  commenced  or  out  of  acts  of  the  debtor  oc- 
curring at  or  before  that  time.  It  does  not  relate  to  claims  arising 
from  the  trustees'  acts  and  unconnected  with  pre-existing  contracts 
of  the  debtor.  It  does  not  relate  to  claims  which  may  arise  by  rea- 
son of  an  enrichment,  thereafter  occurring,  of  the  party  to  whom 
the  assets  have  been  returned,  merely  because  the  enrichment 
may  in  some  way  have  its  roots  in  acts  of  the  trustees.* 


*Thus,  City  Bank  Farmers  Trust  v.  Irving,  299  U.S.  433,  and  Hippo- 
drome  Building  Co.  v.  Irving  Trust  Co.,  91  F.2d  753,  cited  by  defendant, 
involved  claims  by  a  landlord  for  injury  due  to  rejection  of  a  lease  of  the 
debtor  and  involved  specific  provisions  of  Section  77B  treating  of  leases 
and  dealing  with  a  specific  problem  which  had  aroused  Congressional  atten- 
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What  plaintiff  had,  prior  to  the  tax  settlement  of  1947,  was  not 
a  contingent  claim  but  merely  a  right  to  seek  declaratory  relief 
with  respect  to  what  would  be  the  rights  of  the  parties  in  the  event 
that  tax  savings  should  arise  in  the  future.  Maguire  v.  Hibernia 
Savings  &  Loan  Society,  23  Cal.2d  719  at  734. 

A  suit  for  declaratory  relief  against  a  Section  77  trustee  may 
be  maintained  outside  the  Bankruptcy  Court,  Gutensohn  v.  Kan- 
sas City  Southern  Railway  Co.,  140  F.2d  950  (8  Cir.).  A  fortiori, 
if  a  cause  of  action  for  coercive  relief  subsequently  arises,  a  party 
cannot  be  held  to  be  barred  from  presenting  it  to  a  federal  court 
in  equity  merely  because  he  had  not  presented  a  request  for  de- 
claratory relief  to  the  bankruptcy  court  at  a  time  when  he  yet  had 
no  claim  for  coercive  relief. 

E.  Reply  to  Defendant's  Argument  That  There  Can  Be  No  Obli- 
gation to  Plaintiff  Because  the  Trustees  Had  No  Authority  to 
incur  It. 

Defendant  contends  that  the  obligation  here  involved  accrued 
before  the  reorganization  was  terminated.  Defendant  then  seeks 
to  avoid  the  fact  of  its  assumption  of  the  trustees'  obligation  by 
arguing  that  the  obligation  was  not  that  of  the  trustees  because 
tiiey  were  not  authorized  by  the  court  to  incur  it!  (D.  Br.  72.) 
Although  plaintiff  has  been  wronged  and  the  defendant  enriched, 
the  wrong  is  to  go  unremedied  and  no  one  is  to  be  held  liable! 

Defendant's  citations  refer,  at  best,  only  to  the  enforcement  of 
express  contracts.*  Whoever  voluntarily  chooses  to  enter  into  a 

tion.  American  Service  Co.  v.  Henderson,  120  F.2d  525,  and  Foust  v. 
Munson  SS  Lines,  299  U.S.  77,  pertain  to  tort  claims  arising  before  institu- 
tion of  bankruptcy  from  personal  injuries  or  from  wilful  acts  of  the  debtor, 
not  of  the  trustees.  Guaranty  Trust  Company  v.  Henwood,  86  F.2d  347,  in- 
volved rights  under  a  pre-existing  contract. 

*They  do  not  even  go  that  far.  In  the  principal  citation,  Chicago  Deposit 
Vault  Company  v.  McNulta,  153  U.S.  554,  the  question  was  as  to  the  bind- 
ing effect  of  an  unauthorized  long  term  lease  for  the  portion  of  the  term 
extending  beyond  the  receivership.  The  court  commented  (p.  563)  that 
the  lessor  had  been  fully  paid  under  the  lease  for  the  time  "that  its  prem- 
ises were  occupied  for  the  benefit  of  the  trust"  and  recognized  the  right  in 
equity  of  a  party  supplying  something  of  value  to  the  receiver  to  be  com- 
pensated although  there  had  been  neither  previous  approval  nor  subsequent 
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contract  with  court  officers  may  be  bound  to  ascertain  the  scope 
of  their  authority,  on  the  principle  pertaining  generally  to  agents. 

But  the  principle  does  not  apply  to  non-contractual  obligations. 
No  one  would  think  of  asserting  that,  where  a  receiver  is  author- 
ized to  operate  a  railroad,  the  receivership  is  not  liable  for  per- 
sonal injuries  resulting  from  negligence,  because  the  court  did 
not  authorize  the  receiver  to  commit  the  tort.  It  is  equally  absurd 
to  say  that  a  receiver  may  unilaterally  take  another's  money,  prop- 
erty, rights  or  other  thing  of  value  to  the  enrichment  of  the  estate 
and  yet  not  subject  the  enriched  estate  to  liability  unless  the  court 
had  authorized  the  receiver  to  incure  the  liability. 

Court  officers  are  held  peculiarly  bound  by  obligations  arising 
on  principles  of  quasi-contract  and  unjust  enrichment  (O.  B.  91). 
In  Re  Hunter,  151  Fed.  904,  an  estate  in  bankruptcy  was  held 
liable  when  the  trustee  held  over  to  the  estate's  benefit,  after  ter- 
mination of  a  lease.  In  Thompson  v.  Texas  Mexican  R.  Co.,  328 
U.S.  134,  a  contract  for  the  use  of  tracks  was  cancelled,  but  Sec- 
tion 77  trustees  thereafter  operated  over  the  tracks.  It  was  held 
that  suit  could  be  maintained  against  them  by  the  owner  of  the 
tracks  for  the  reasonable  value.* 

If  a  trust  estate  is  enriched  by  the  unauthorized  acts  of  the  trus-' 
tee,  the  estate  must  account  whether  the  act  is  an  unauthorized 
contract  or  a  tort  (Restatement  of  Trusts,  Sec.  269;  2  Scott  on 
Trusts,  Sec.  269  to  269.2).  If  a  trustee,  not  empowered  to  borrow 
money  for  the  trust,  nevertheless  does  so  to  pay  taxes  on  trust 
property  and  so  applies  the  funds,  the  estate  is  liable  in  equity 
to  the  lender  (Restate??ient,  Sec.  269,  Comment  a,  Illustration  1). 

ratification.  Northern  Finance  Corporation  v.  Byrnes,  5  F.2d  11,  and 
Byrnes  v.  Missouri  National  Bank,  7  F.2d  978,  also  cited  by  defendant, 
were  not  cases  of  railroad  receiverships  and  recognize  a  distinction  between 
such  non-railroad  cases  and  railroad  receiverships,  the  receiver  in  the  latter 
having  broader  authority. 

*Whether  the  old  contract  was  properly  cancelled  and  the  terms  on 
which  trackage  rights  may  be  acquired  were  administrative  questions  for 
the  Interstate  Commerce  Commission,  and  the  suit  was  stayed  for  those 
issues  to  be  decided,  but  the  court  was  quite  clear  as  to  the  consequences 
otherwise. 
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A  leading  case  is  judge  Cardozo's  decision  in  Whiting  v.  Hudson 

Trust  Co.,  138  N.E.  33;  234  N.Y.  394.* 
Similarly,  as  is  stated  in  2  Scott  on  Trusts,  Section  269.3, 

"It  seems  clear  that  a  person  conferring  a  benefit  upon  the 
estate  should  be  permitted  to  recover  against  the  estate  even 
though  the  benefit  was  not  conferred  as  the  result  of  a  con- 
tract with  the  trustee  or  as  the  result  of  a  tort  committed  by 
the  trustee.  The  principle  here  involved  is  the  ordinary  prin- 
ciple applicable  to  quasi-contractual  obligations.  If  a  person 
confers  a  benefit  upon  the  trust  estate  under  such  circum- 
stances that  if  the  estate  were  owned  by  the  trustee  bene- 
ficially he  would  be  entitled  to  recover  in  a  quasi-contractual 
action  against  the  trustee  personally,  he  should  be  entitled 
to  recover  out  of  the  trust  estate."! 

In  Central  Trust  Co.  of  New  York  v.  Ohio  Central  R.  Co.,  23 
Fed.  306,  where  a  pooling  contract  was  entered  into  between  two 
railroads  and  the  profits  therefrom  were  collected  and  held  by  the 
receiver  of  one,  he  was  required  to  account  to  the  other,  without 
regard  to  the  validity  of  the  agreement. 

Moreover,  defendant  overstates  the  rule  even  in  contract  cases. 
While  an  unauthorized  contract  may  not  bind  the  receivership,  it 
will  create  a  personal  liability  of  the  receiver,  which  courts 
strictly  enforce.  Haines  v.  Buckeye  Wheel  Co.,  224  Fed.  289,  297 
(6  Cir.)  ;  In  re  Erie  Lumber  Co.,  150  Fed.  817;  1  Clark  on  Re- 
ceivers, (2d  ed.)  p.  527.  As  said  in  the  Erie  case,  "It  is  ever  the 
duty  of  the  court  to  prevent,  if  it  can,  and,  if  not  preventable,  to 
redress  so  far  as  the  laws  permit,  injuries  inflicted  upon  others  by 
its  oflicers." 

Here  it  is  of  no  moment  whether  the  liability  was  that  of  tlie 
trust  or  of  the  trustees  personally,  because  by  the  Assumption 


*There  are  numerous  others.   Cf.  Alphottzo  E.  Bell  Corp.  v.  Bell  View 
Oil  Syndicate,  46  C.A.2d  684;  116  P.2d  786. 

fAnalogously,    as   stated   in   7   Fletcher's   Cyclopedia   of   Corporations 
(Perm.  Ed.)  721,  Sec.  3579: 

'A  corporation  cannot  receive  money  or  property  equitably  be- 
longing to  another  and  not  account  for  it,  even  though  it  was  re- 
ceived in  connection  with  an  ultra  vires  contract  or  act  of  the  corpo- 
tion.   A  court  of  equity  *  *  *  will  compel  an  accounting.  *  *  *" 
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Agreement  defendant  assumed  all  liabilities  and  obligations  of  the 
trustees  in  order  that  they  might  personally  be  exonerated. 

Finally,  the  fact  is  that  the  trustees  were  authorized  to  do  the 
acts  from  which  the  obligation  to  the  plaintiff  arose.  The  court 
had  authorized  the  trustees  to  manage  and  conduct  the  business 
of  the  railroad  (1098  D  20).  This  carried  with  it  authority  under 
Internal  Revenue  Code,  Sec.  52  to  file  income  tax  returns  in  de- 
fendant's name  (O.  B.  43).  Before  filing  the  1943  return  the  trus- 
tees had  petitioned  the  court  for  authority  to  create  the  reserve 
fund  (1772  P  58),  and  on  the  hearing  the  trustees'  counsel  ex- 
plained the  trustees'  intention  to  file  consolidated  returns  and  to 
use  the  plaintiff's  stock  loss  therein,  and  defendant's  president  ! 
testified  to  the  facts  (2023  D  34).  The  court  then  granted  the 
petition  (O.  B.  27).  The  trustees  were  thereby  authorized  to  do 
what  they  did  and  incur  the  legal  and  equitable  consequences. 

F.      The   Fact  That   Defendant  Was  in  a  Fiduciary  Relation  to 
Plaintiff  Suffices  to  Prevent  Destruction  of  Plaintiff's  Claims. 

Plaintiff's  tax  affairs  were  being  managed  by  the  agents  of  de- 
fendants and  the  trustees.  None  of  plaintiff's  officers  or  directors 
knew  of  the  use  of  its  stock  loss  except  such  as  were  also  acting  for 
the  trustees.  Plaintiff's  director,  Mr.  Schumacher,  knew  the  facts, 
but  he  was  himself  one  of  the  trustees  (O.  B.  12),  and  plaintiff 
cannot  be  barred  by  his  failure  to  present  a  claim  against  himself. 
Plaintiff's  tax  counsel  were  the  very  counsel  who  v>^ere  acting  for  the 
trustees  (O.  B.  15).  Its  general  counsel  was  also  counsel  for  them 
(P.  2 A,  chart  attached  to  Opening  Brief) .  Even  had  he  had  any 
inkling  of  what  had  happened,  he  would  never  have  been  per- 
mitted to  present  a  claim  against  them.* 


*As  said  by  the  court  below  on  this  very  subject  (1053,  1054)  : 

'The  Court:    Well,  that  would  have  been  an  adverse  interest, 
wouldn't  it?  *  *  * 

"I  would  never  let  a  lawyer  appointed  in  my  court  in  a  bankruptcy 
matter  pursue  that  sort  of  thing.  It  is  true  that  the  trustees  are  offi- 
cers of  the  court,  but  they  are  charged  with  preserving  the  res  for  the 
benefit  of  all  parties  involved,  and  if  somebody  asserts  some  claims 
that  would  involve,  or  have  its  impact,  upon  that  res,  certainly  the 
man  that  asserts  the  claim  couldn't  be  represented  by  the  same  man 
who  represents  the  trustee  as  an  officer  of  the  court." 
See  also  1057. 


45 

By  its  acts  defendant  became  a  fiduciary  to  the  plaintiff  in  the 
premises.  It  may  not  now  take  advantage  of  its  ov/n  dehnquency 
toward  the  plaintiff  to  retain  what  does  not  equitably  belong 
to  it 

There  is  no  "sacro-sanctity  to  bar  orders  fixing  a  time  limit 
within  which  claims  against  a  receiver  must  be  filed,"  and  even 
in  a  case  where  such  an  order  is  proper  and  has  been  entered,  it 
will  succumb  to  opposing  equities.  Wheeling  Valley  Coal  Corpo- 
ration V.  Brady,  159  F.2d  155  at  159  (4  Cir.).  As  was  there  said: 
"even  where  an  order  of  this  sort  is  made,  it  does  not  follow  that 
its  binding  effect  is  greater  than  needs  dictate."  (p.  157,  quoting 
Glenn  on  Liquidation,  p.  429.) 

CONCLUSION 

The  court  below  found  that  the  "tax  savings"  arising  through 
the  use  of  plaintiff's  loss  was  $17,201,739-  We  have  shown  that 
defendant's  use  of  plaintiff's  loss  to  discharge  defendant's  tax 
liability  resulted  in  the  unjust  enrichment  of  defendant  in  that 
amount  and  that  such  enrichment  should  be  paid  over  to  plaintiff. 

Defendant  has  in  its  possession  large  reserves  held  to  pay  any 
judgment  rendered  in  this  suit — reserves  made  up  out  of  the  very 
moneys  which  would  have  been  paid  to  the  United  States,  had  not 
its  taxes  been  paid  by  defendant's  use  of  plaintiff's  rights  (O.  B. 
27) .  These  reserves  should  reach  their  proper  destination.* 


*In  a  footnote  (D.Br.  82)  defendant  briefly  contends  that  plaintiff's 
claim  relating  to  tlie  1943  taxes  is  barred  by  the  statute  of  limitations.  No 
such  contention  is  made  relative  to  1944  or  the  claim  for  refund. 

The  claim  for  1943  taxes  is  not  barred.  As  noted  at  pages  26-29,  supra, 
the  cause  of  action  did  not  accrue  until  1947.  This  suit,  when  filed  in 
1946,  was  for  declaratory  relief,  preceding  the  accrual  of  the  cause  of 
action.  Maguire  v.  Hibernia  Savings  &  Loan  Society,  23  Cal.2d  719,  734; 
146  P.2d  673. 

If,  as  defendant  contends,  the  claim  arose  while  the  trustees  were  in 
possession,  defendant  assumed  it  by  the  Assumption  Agreement,  the  cause 
accrued  as  against  it  on  the  date  of  that  agreement,  December,  1944,  and 
the  applicable  statute  is  Cal.  Code  of  Civil  Procedure,  Section  337(1), 
prescribing  4  years  for  an  action  on  a  contract  in  writing.    Sheruood  & 
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Respectfully  submitted, 

Herman  Phleger 
Maurice  E.  Harrison 
Moses  Lasky 

Brobeck,  Phleger  &  Harrison 
Frank  C.  Nicodemus,  Jr. 
A.  Perry  Osborn 
Norris  Darrell 
Mahlon  Dickerson 
LeRoy  R.  Goodrich 

Attorneys  for  Plaintiffs 
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Sherwood  v.  Gill  &  Lutz,  36  Cal.  App.  707,  173  Pac.  171 ;  Anderson  v. 
Calaveras  Cent.  Mm.  Co.,  13  CA.2d  338,  343,  57  P.2d  560. 

Even  apart  from  the  written  assumption,  the  period  would  be  4  years' 
under  C.C.P.,  Sec.  343,  generally  applied  to  suits  in  equity  (Sherman  v. 
S.K.D.  Oil  Company,  185  Cal.  534,  545,  197  Pac.  799),  particularly  for 
an  accounting  {Moss  v.  Moss.  20  Cal.2d  640,  6AA,  128  P.2d  526;  Mc- 
Arthur  v.  Blaisdell,  159  Cal.  604,  115  Pac.  52;  Austin  v.  Harry  E.  Jones, 
30  C.A.2d  362,  368,  86  P.2d  379),  which  lies  to  settle  the  rights  and 
liabilities  between  all  persons  standing  in  fiduciary  relations  to  each  other 
(1  Pomeroy,  Equity  Jurisprudence  (5th  ed.)  Sec.  186(a),  pp.  267-8). 
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REPLY  BRIEF  FOR  PLAINTIFFS-INTERVENORS 
APPELLANTS 

This  brief  will  show,  (1)  that  the  arguments  on  the 
''merits,  advanced  in  defendants-appellees'  brief  ("DB" 
hereinafter),  are  without  substance  (Points  I  and  II, 
i)ifra) ;  (2)  that  the  alleged  defense  of  bankruptcy  bar 
(])B  68)  is  contrary  to  an  express  statute  and  to  an  un- 
l)roken  line  of  authorities  (Point  III,  infra) ;  and  (3)  that 
the  defenses  of  res  judicata  and  statute  of  limitations — 
ijilf-heartedly  asserted  in  a  footnote  (DB  82)— are  equally 
untenable  (Point  IV,  infra). 

The  factual  inaccuracies  of  appellees'  brief  will  be  cor- 
rected only  where  necessary  in  the  context  of  our  discus- 
sion. Appellees'  individual  arguments,  however  repeti- 
tious,* will  be  answered  only  once.  Nor  shall  we  stop  to 
rebut  appellees'  charge   (DB  15)   that  our  main  brief  is 


*  Thus  tlie  argument  based  on  the  alleged  tax  practice  of  the 
Western  Pacific  group  appears  not  less  than  fifteen  times  (DB  7. 
12,  15.  18.  19,  22,  30,  37-38,  42  [twicel,  52.  58,  59,  63.  65-66). 


"replete  with  erroneous  and  misleading  statements,"  since 
that  is  refuted  by  the  record.* 

On  the  merits  we  believe  that  the  case  cannot  be  disposed 
of  by  broad  generalizations  such  as  that  plaintiff  has  "no  i 
standing  in  court"  because  its  claim  does  not  fit  the  con-  • 
ventional  categories   of  "tort",   "contract"   or  "statutory  , 
right"  (DB  24).    The  case,  as  we  see  it,  turns  on  two  ques-  j 
tions :    Was  the  relation  between  the  parties  such  as  to  I 
subject  defendant  to  the  fiduciary  duty  of  dealing  fairly  i 
with  plaintiff?    And,  if  so,  did  fairness  require  defendant 
to  allow  plaintiff  all  or  at  least  a  substantial  share  of  the « 
tax  savings  which  defendant  derived  from  the  use  of  plain- 
tiff's tax  credit?     AVe  turn  to  answering  appellees'  argu- 
ments as  they  bear  on  these  questions. 

POINT  I 

Defendant  was  obligated  to  deal  fairly  with  plaintiff 
because  of  the  duality  of  management  and  because  of 
defendant's  control  of  the  tax  transaction. 

A.  Contrary  to  appellees,  the  fiduciary  relation  between  the 
parties  is  highly  relevant  because  it  subjected  defendant 
to  the  strict  duty  of  dealing  fairly  with  plaintiff. 

According  to  appellees  (DB  22),  the  only  question  in  this 
case  is  whether  defendant's  use  of  plaintiff's  tax  credit  was 
sufficient,  per  se,  to  vest  a  money  claim  in  plaintiff.  If  not, 
then,  it  is  said,  "arguments  about  fairness,  duality  and 
fiduciar}-  obligations  are  all  irrelevant"  (DB  22). 

The  argument  is  patently  Avrong.    "Many  forms  of  con- 
duct permissible  in  a  workaday  world  for  those  acting  at 
arm's  length,  are  forbidden  to  those  bound  by  fiduciary  ^ 
ties";  Meinhard  v.  Salmon,  249  N.  Y.  458,  464,'  164  N.  E.  { 


*  Most  of  appellees'  charges  are  inconclusive  on  their  face. 
Thus  our  statement  that  Curry  was  a  "chief  clerk  or  office  man- 
ager", based  on  Curry's  testimony  (R.  639),  is  hardly  contradicted 
by  the  trial  judge's  remark  that  Curry  was  competent,  intelligent 
and  "probably"  a  pretty  good  railroad  man  (DB  15). 


(45  (1928,  Cardozo,  J.).  Had  this  defendant  been  a  com- 
')lete  stranger  to  plaintiff,  it  would  have  been  free  to  make 
elf-interest  the  sole  guide  of  its  actions.  But  if  defendant 
ivas  a  fiduciary,  it  bears  the  burden  "not  only  to  prove  the 
^ood  faith  of  the  transaction,  but  also  to  show  its  inherent 
I'airness";  Pepper  v.  Litton,  308  U.  S.  295,  306  (1939).  The 
xistence  of  a  fiduciary  relation  is  therefore  highly  relo- 
aiit  since  it  establislies  fairness  as  the  test  l)y  whicli  de- 
(Midant's  conduct  in  the  tax  transaction  is  to  be  measured. 

5.  Duality  of  management  and  control  of  the  tax  transac- 
tion by   defendant  were  found  by   the   Court   below,   are 

i  indisputable,  and  establish  defendant's  duty  to  deal  fairly 
with  plaintiff  in  the  tax  transaction. 

1.  The  findings  of  the  District  Court  are  unambiguous: 

"It  was  there  [in  the  supplementary  complaint]  fur- 
ther alleged  that  the  defendant  through  its  officers  and 
attorneys  had  controlled  the  board  of  directors  of  the 
plaintiif  corporation  and  that  by  reason  of  such  control 
plaintiff  was  caused  to  file  the  consolidated  returns 
for  the  benefit  of  the  defendant.  Throughout  the  pro- 
ceedings and  in  the  trial,  this  has  been  referred  to  as 
'duality  of  control'." 

(R.  264) 

"  *  *  *  there  is  a  preponderance  of  the  evidence  in 
favor  of  the  plaintiff's  contention  of  'dualitv  of  con- 
trol'." 

(R.  272) 

This  finding,  which  appellees  neither  claim  nor  show  to  be 
'clearly  erroneous",  is  binding  here;  Rule  52(a)  F.  R.  C.  P. 

2.  Appellees  nevertheless  ignore  it.  They  blandly  assert 
DB  34)  that  plaintiff  had  "control  over  the  tax  transac- 
ions"  because  "the  returns  could  not  be  filed  except  as 
hey  Avere  signed  and  filed  by  the  Corporation";  so  that 
the  final  decisions  were  necessarily  made  by  the  Corpora- 
ion  when  it  filed  the  returns"  (T)B  34). 


These  assertions  are  contrary  not  only  to  the  finding 
of  the  Court  below,  but  to  the  record.  Plaintiff's  boar< 
of  directors  made  no  "final  decisions"  because  it  was  neve 
consulted  (R.  663-4,  666-7,  1018).  And  Curry,  who  signec 
the  returns  as  plaintiff's  president,  likewise  made  no  "fina 
decisions"  for  plaintiff  because  he  was  actually  a  mer 
chief  clerk  or  office  manager  (R.  639),  in  the  exclusive  pa; 
of  defendant  (R.  1738),  had  no  understanding  of  tax  mat 
ters  (R.  808),  and  signed  the  returns  only  because  li 
was  told  that  Polk,  defendant's  tax  counsel,  had  approve( 
them  (R.  664,  666).  The  truth  is  that  the  "final  decisions 
emanated  from  defendant,  as  is  shown  by  the  testimony 
of  Mr.  Polk,  attorney  for  one  of  the  appellees  and  caller 
as  a  witness  by  appellees : 

"Q.  Who  made  the  decision  [to  use  the  stock  loss] 
A.  Mr.  Elsey,  Mr.  DeGraff  [i.e.,  defendant's  presiden 
and  defendant's  general  auditor,  R.  1251,  1408]." 

(R.  1448; 

"A.  The  decisions  to  file  the  returns  were,  of  course 
made  bv  the  company  [i.e.,  defendant]." 

(R.  1450; 

3.  Given  duality  of  management,  which  is  undisputed 
and  control  of  the  tax  transaction  by  defendant,  which  wa^ 
found  by  the  Court  below  and  is  established  by  the  record 
defendant's  duty  to  deal  fairly  with  plaintiff  in  the  ta>> 
transaction  follows  of  necessity.  The  cases  cited  in  oui 
opening  brief  ("IntOB"  hereinafter),  pp.  28-29,  so  hold:; 
and  appellees'  authorities  confirm  the  same  rule.  Thus 
Hellier  v.  BausJi  M.  T.  Co.,  21  F.  2d  705,  707  (C.  C.  A.  1 
1927),  discussing  a  transaction  l)etween  two  corporations 
having  common  directors,  quotes  from  3  Cook  on  Corpora- 
tions, %  662: 

"If  the  transaction  is  fair,  the  court  will  sustain  it; 
if  it  is  unfair,  the  court  will  undo  it." 

"We  submit,  therefore,  that  fairness  is  the  standard  by 
which  the  tax  transaction  between  plaintiff  and  defendant 
must  be  judged. 


f 


!,  Plaintiff  owed  no  fiduciary  duty  to  defendant;  but  even 
if  it  did,  defendant  nonetheless  also  owed  fiduciary  duties 
to  plaintiff. 

In  an  attempt  to  exonerate  defendant  from  any  fiduciary 
luties  to  plaintiff,  appellees  argue  that,  on  the  contrary, 
plaintiff,   as   the  holding  company,  was  the  fiduciary   of 

efendant,  its  subsidiary  (DB  30-32,  41,  66).  But  this 
Irgument  has  already  been  answered  (TntOB  66,  67);  and 

t  is  indeed  untenable, 

1.  A  holding  corporation  as  such  is  not  a  fiduciary  of 
ts  subsidiary;  Blaustein  v.  Pan  American  P.  S  T.  Co., 
(63  App.  Div.  97,  119,  31  N.  Y.  S.  2d  934,  956  (1st  Dept., 
941),  aff'd  293  N.  Y.  281,  56  N.  E.  2d  705  (1944).  It 
)ecomes  a  fiduciary  only  by  controlling  the  subsidiary's 
iff  airs.  "It  is  the  fact  of  control  *  *  *  that  creates  the 
iduciary  obligation";  Southern  Pacific  Co.  v.  Bogert,  250 
'.  S.  483,  492  (1919).     Appellees'  thrice-cited  authority, 

onsolidated  Rock  Products  Co.  v.  DnBois,  312  U.  S.  510, 
'22  (1941),  stands  for  the  same  proposition,  as  appears 
loiii  the  court's  language,  omitted  from  appellees'  quota- 
ion  (DB  31).* 

During  the  critical  period  plaintiff  had  no  vestige  of 
o]itrol  over  defendant.  Up  to  December  31,  1944,  defend- 
|mt  was  in  tlie  hands  of  its  court-appointed  reorganization 
rustees;  after  that  date,  the  reorganized  defendant  was 
>\vned  and  controlled  by  its  new  stockholders.  Appellees 
I')  not  claim  that  plaintiff  dominated  the  trustees  or  the 
lew  management  of  defendant.  Their  argument  that  plain- 
iff  was  a  fiduciarv  of  defendant  is  thei-efore  without  l)asis. 


*  The  Supreme  Court's  complete  language  reads  (312  U.  S..  at 

"But  ec|uity  will  not  permit  a  holding  company,  -icliicli  has 
dominated  and  controlled  its  subsidiaries,  to  escape  or  reduce 
I  its  liability  to  those  subsidiaries  by  reliance  upon  self-serving 
contracts  which  it  has  imposed  on  them.  A  holding  company. 
as  zvell  as  others  in  dominating  and  controlling  positions 
(Pepper  v.  Litton,  308  U.  S.  295).  has  fiduciary  duties  to 
security  holders  of  its  system  which  will  be  strictly  enforced." 

Appellees'  quotation  (DB  31)   omits  the  language  here  italicized. 


2.  It  is  also  irrelevant.  Even  if  it  were  assumed 
arguendo,  that  plaintitf  was  under  fiduciary  obligations  t^ 
defendant,  defendant  was  certainly  likemse  subject  ti 
fiduciary  duties  to  plaintiff.  Mutual  fiduciary  duties  ar^ 
not  uncommon  in  the  law%  as  in  the  case  of  partners  o 
joint  venturers.  If  it  were  thought  that  the  present  par 
ties  owed  fiduciary  obligations  to  each  other,  the  resiil 
would  still  be  the  duty  to  deal  fairly;  and  that  is  all  wt 
contend  for. 

Appellees'  other  arguments  pertaining  to  duality — sue] 
as  the  alleged  absence  of  secrecy  (DB  32-33),  the  allegec 
creation  of  duality  by  plaintiff  (DB  36),  and  the  allegec 
inapplicability  of  the  duality  rule  to  reorganization  trus 
tees  and  their  employees  (DB  37) — have  been  dealt  witl 
in  our  opening  brief  (IntOB  32-35).  Since  appellees  d( 
not  undertake  to  answer  what  we  there  said,  it  need  no 
be   repeated  here.  i 

We  proceed,  therefore,  to  discuss  what  the  requirements 
of  fairness  were  in  the  tax  transaction  between  thesf 
parties. 

POINT  II 

Fairness  required  defendant  to  allow  plaintiff  all  oi 
at  least  a  substantial  part  of  the  tax  savings. 

Although  appellees  contend  (DB  38)  that  "fairness"  \i 
too  vague  a  standard  by  which  to  judge  defendant's  con- 
duct, it  is  the  customary  and  time-proved  test;  Ewen  v 
Peoria  &  E.  R.  Co.,  78  "f.  Supp.  312,  316  (S.  D.  N.  Y. 
1948,  L.  Hand,  C.  J.),  cert.  den.  336  U.  S.  919.  Guidance 
for  its  application  is  found  in  appellees'  own  authorities 
for  they  hold  that,  when  the  fairness  of  a  transactior 
between  fiduciary  and  cestui  is  in  issue,  the  touchstone  is 
"whether  the  proposition  submitted  would  have  commended 
itself  to  an  indeiDendent  corporation";  Eiven  case,  ihid., 
quoting  from  International  Radio  Telegraph  Co.  v.  Atlantic 
Communication  Co.,  290  Fed.  698,  702  (C.  C.  A.  2,  1923). 


Had  plaintiff  been  an  "independent  corporation",  under 
I  management  wholeheartedly  devoted  to  its  sole  interest, 
t  would  have  found  literally  nothing  to  commend  this 
xansaction  by  Avhich  plaintiff  conferred  a  $17,000,000  tax 
)enefit  on  defendant  without  receiving  any  benefit  what- 
jver.  Corporations  are  not  organized  to  distribute  largesse 
;o  strangers.  An  independent  management  of  plaintiff, 
;ompetent  and  well  advised,  would  have  considered 
;hat  plaintiff's  tax  credit  was  allowed  by  law  in  order 
;o  mitigate  its  stock  loss,  not  to  give  a  tax  windfall  to  the 
prosperous  defendant;  that  plaintiff  might  have  oppor- 
;unities  to  use  the  tax  credit  for  its  own  benefit ;  that,  by 
oining  in  consolidated  returns,  plaintiff  would  subject 
tself  to  liability  for  any  tax  deficiencies  of  defendant ;  that 
lefendant,  economically  a  total  stranger  to  plaintiff,  was 
mxious  to  obtain  the  benefit  of  plaintiff's  tax  credit;  and 
hat  plaintiff  was  under  no  obligation  to  surrender  it  to 
efendant.  Under  these  circumstances  the  proposition 
hat  plaintiff  surrender  its  tax  credit  to  defendant  without 
issurance  of  a  fair  share  in  the  resultant  savings,  was  ut- 
erly  unfair  and  plaintiff  would  have  been  fully  justified 

1"n  rejecting  it. 
None  of  appellees'  arguments  can  shake  this  conclusion. 

L.     The  purpose  of  the  tax  laws  was  to  benefit  plaintiff. 

1.  The  purpose  of  Internal  Revenue  Code,  %23{g){4): 
?his  section  allowed  plaintiff  a  tax  credit  for  the  loss  of 
ts  $75,000,000  stock  investment  in  defendant.  We  have 
hown  (TntOB  38-39) 'that  the  provision  was  intended  for 
)laintiff's  benefit  in  order  to  mitigate  its  loss.  Appellees' 
lil'ence  on  this  point  indicates  that  they  do  not  dispute 
his  proposition. 

2.  The  purpose  of  Internal  Revenue  Code,  ^141:  This 
leetion  permits  the  filing  of  consolidated  tax  returns  by 
m  affiliated  group  of  corporations.  We  have  shown 
IntOB  39-42)  that  the  provision  was  intended  for  the 
)enefit  of  the  parent  corporation   of  the  group.     In  an 


economic  sense  the  j)arent,  in  effect,  owns  the  assets  o 
all  group  members ;  their  profits  and  losses  are  actually  tli( 
profits  and  losses  of  the  parent;  the  right  to  offset  sncl 
profits  and  losses  is  thus  granted  for  the  parent's  benefit 
and  any  incidental  tax  savings  of  a  subsidiary  redounc 
to  the  benefit  of  the  parent  by  the  automatic  operation  oi 
economic  factors,  i.e.,  the  increased  value  of  the  parents 
stock  in  the  subsidiary  or  the  payment  of  dividends. 

Ajjpellees  consider  this  a  ''singularly  unsophisticated 
view  of  holding  company  systems  (DB  50,  61-63).  Con 
solidated  returns  may  be  filed,  according  to  appellees'  twice 
repeated  but  nevertheless  incorrect  paraphrase  of  th( 
statute,  "whenever  95  per  cent  of  the  voting  stock  is  within 
the  system"  (DB  50,  61-62).*  Subsidiaries,  even  thougl 
thus  affiliated  with  a  holding  company,  frequently  have 
senior  securities  (preferred  stock,  notes  and  bonds)  out- 
standing with  the  public.  It  follows,  say  appellees,  thai 
holding  company  systems  filing  consolidated  returns  are 
not  ordinarily  "single  ownerships"  (DB  50)  and  that  their 
"economic  unity"  is  "a  false  factor  demonstrably  of  no 
significance"  (DB  61). 

But  our  position,  however  unsophisticated,  happens  to 
be  that  of  Congress,  of  the  Treasury  Department,  of  the 
Supreme  Court,  and  of  other  courts  analyzing  the  rationale 
of  consolidated  returns.  Thus  the  Reyport  of  the  Senate 
Finance  Committee,  70th  Cong.,  1st  Sess.  S.  B.  960,  p.  14 
(1928): 

"Much  of  the  apprehension  about  consolidated  re-^ 
turns  will  be  removed  when  it  is  realized  that  it  is 
only  when  the  corporations  are  really  hut  one  corpora- 
tion that  the  permission  to  file  consolidated  returns 
is  given,  and  that  no  ultimate  advantage  under  the 
tax  laws  really  results.  The  present  law  permits  the 
filing-  of  consolidated  returns  only  where  one  corpora- 

*  Actually  §  141(d)  requires  also  95%  ownership  of  nonvoting 
stock,  except  such  as  is  "limited  and  preferred  as  to  dividends". 
Contrary  to  appellees'  contention  (DB  50),  the  95%  requirement 
applies  therefore  to  all  equity  stock,  voting  or  nonvoting. 
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tion  owns  at  least  95  jaer  cent  of  the  stock  of  the  otlier 
corporation  or  if  at  least  95  per  cent  of  the  stock  of 
both  corporations  is  owned  by  the  same  interest.  The 
provision  embodies  the  business  man's  conception  of 
a  practical  state  of  facts."     (Italics  added) 

Congress,  concededly  familiar  with  the  subsidiaries'  prac- 
|ice  of  issuing  senior  securities  to  the  public  (DB  50),  thus 
onsidered,  nevertheless,  the  ownership  of  95%  of  their 
'quity  stock  sufficient  to  constitute  parent  and  subsidiary 
IS  "really  but  one  corporation".  Congress  thus  recognized 
;he  "economic  unity"  of  parent  and  subsidiary  as  the  legis- 
ative  justification  of  consolidated  returns.* 

So  did  the  Treasury  Department  and  the  Supreme  Court. 
[n  Atlantic  City  E.  Co.  v.  Commissioner,  288  U.  S.  152, 

4  (1933),  the  Supreme  Court  stated: 

1  "The  requirement  of  consolidated  returns  was  'based 
upon  the  principle  of  levying  the  tax  according  to  the 
true  net  income  and  invested  capital  of  a  single  husi- 
I  ness  enterprise,  even  though  the  business  is  operated 
I  through  more  than  one  corporation.'  Treasurv  Regu- 
I       lations  No.  45,  Art.  631."     (Italics  added) 

The  reference  by  the  Treasury  Department  and  the 
Supreme  Court  to  the  "single  business  enterprise  operated 
through  more  than  one  corporation"  as  furnishing  the  basis 
'for  consolidated  returns  confirms  that  these  authorities, 
po,  conceived  holding  company  systems  filing  consolidated 
returns  as  "single  ownerships"  or  "economic  imits" — the 
very  proposition  which  appellees  would  like  to  reject. 

Reference  may  finally  be  made  to  Ice  Service  Co.  v. 
Commissioner,  30  F.  2d  230,  231   (C.  C.  A.  2,  1929): 

"The  theory  of  affiliation  resulting  in  a  consolidated 
return  for  taxes  is  that  the  income  and  invested  capital 
are  really  the  income  and  capital  of  a  single  enterprise, 


'''  Appellees'  argument  that  the  economic  unity  of  an  affiliated 
group  is  destroyed  if  a  subsidiary  has  mortgage  bonds  outstanding, 
would  mean,  in  effect,  that  even  a  single  corporation,  part  of  whose 
property  is  mortgaged,  is  no  longer  an  economic  unit.  That  is 
hardly  "the  business  man's  conception  of  a  practical  state  of  facts." 
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though  carried  on  through  the  instrumentality  of  sev- 
eral corporations.  [Citing  authorities.]  Only  when 
the  outside  interest — that  is,  the  interest  of  the  mi- 
nority— is  so  small  as  to  be  practically  negligible  are 
the  two  corj)orations  to  be  treated  as  in  receipt  of  a 
single  income,  requiring  a  consolidated  return." 

Consolidated  returns  are  thus  permitted  because  the 
income  and  losses  of  the  subsidiaries  are,  in  an  economic 
sense,  the  income  and  losses  of  the  parent.  As  the  com- 
mon owner  of  the  enterprise,  the  parent  suffers  from  the 
losses  sustained  b}'  any  member  of  the  affiliated  group; 
and  the  parent  is  the  ultimate  and  intended  beneficiary 
of  any  tax  savings  which  any  group  member  derives  from 
the  filing  of  consolidated  returns.*  "The  benefit  of  the 
statute  extends  to  him  on  whom  is  the  hazard  of  the  several 
enterprises",  i.e.,  the  parent;  Alameda  Investment  Co.  v. 
McLaughlin,  28  F.  2d  81,  82  (D.  C,  N.  D.  Cal.,  1928),  aff'd 
33  F.  2d  120  (C.  C.  A.  9,  1929). 

Appellees'  analogy  of  this  case  to  Hopkins  v.  Detrich,  97' 
A.  C.  A.  55,  217  P. '2d  78  (1950),  is  misplaced.  The  court' 
there  denied  a  husband's  claim  to  tax  refunds  which  might' 
be  payable  to  his  wife.  But  the  court's  opinion  does  not 
disclose  the  basis  of  the  claim  or  the  nature  of  the  tax 
refunds;  the  reference  to  "saved"  taxes,  although  quoted 
by  appellees  (DB  44),  is  not  in  the  opinion.  Nor  does  it 
appear  that  the  wife  had  utilized  a  tax  credit  belonging 
to  the  husband  or  that,  by  filing  joint  returns  reporting 
her  earnings  as  community  property,  she  had  breached  a 
fiduciary  duty  to  her  husband,  or  that  a  tax  statute  in- 
tended for  the  husband's  benefit  was  involved.     Appellees' 


*  Appellees  say  (DB  63)  that  the  automatic  upstream  flow  of  the 
subsidiary's  tax  savings  to  the  parent  will  not  take  place  if  the 
subsidiary's  bonds  are  in  default,  its  debenture  interest  unpaid, 
preferred  stock  in  arrears  or  general  creditors  unsatisfied.  But, 
actually,  any  tax  saving  of  the  subsidiary  \vill  reduce  these  senior 
charges  and  thus  improve  the  value  of  the  parent's  equity  stock 
in  the  subsidiary,  unless  and  until  an  approved  reorganization  plan 
of  the  subsidiary  cuts  off  the  parent's  interest  in  the  assets  and 
earnings  of  the  subsidiary — which  is  the  case  at  bar. 


n 

other  authority,  Cooper  v.  Central  Alloy  Steel  Corp.,  43 
Oliio  App.  455,  183  N.  E.  439,  444  (1931),  has  nothing  in 
common  with  this  case  except  isolated  phrases  which  aj)- 

[X'llees  cite  out  of  context. 

IJ.     The  purpose  of  the  tax  Jaws  was  foiled  by  the  economic 
severance  of  the  parties. 

The  Supreme  Court's  decision  of  Marcli  15,  1943,  affirm- 
ing defendant's  reorganization  plan,  eliminated  plaintiff's 
stock  interest  in  defendant  and  thereby  cut  off  the  auto- 
jinatic  upstream  flow  to  plaintiff  of  any  tax  savings  which 
defendant  thereafter  might  derive  from  the  filing  of  con- 
solidated returns  and  the  use  of  plaintiff's  tax  credit. 
1  iider  these  circumstances,  defendant's  retention  of  all 
liie  tax  savings  and  the  denial  of  any  share  therein  to 
{jlaintiff  were  contrary  to  the  purpose  of  both  I.  R.  C. 
§  23(g)(4)  and  §  141  and  hence  unfair  to  plaintiff.* 

1.  Appellees  claim  (DB  GO)  that  the  Supreme  Court 
severed  nothing,  but  merely  rendered  the  severance  prob- 
il)lo.  But  appellees  themselves  gave  the  answer  in  Polk's 
iletter  to  the  Internal  Tlevenue  Department,  dated  May  31, 
ll94G  (PI.  Ex.  64,  R.  1779),  which  concludes  that  plaintiff's 
stock  in  defendant 

"at  all  times,  until  the  date  of  the  Supreme  Court 
decision  March  15,  1943,  had  a  real  and  material  fair 
market  value,  and  that  the  stock  became  worthless 
on  or  after  March  15,  1943  *  *  *  " 

(R.  1783) 


'1 


*  Appellees  say  that  "the  revenue  acts  create  no  private  rights" 
(DB  48).  We  agree.  But  under  general  law,  tax  transactions 
|may  give  rise  to  a  multitude  of  private  rights,  such  as  contribution, 
^Phillips-Jones  Corp.  v.  Parmley,  302  U.  S.  233  (1937),  or  ac-. 
(Hunting,  Truncate  v.  Universal  Pictures  Co.,  76  F.  Supp.  465 
(  1).  C,  S.  D.  N.  Y.,  1948),  Commercial  National  Bank  in  Shreve- 
h'ni  V.  Parsons,  144  F.  2d  231  (C.  C.  A.  5.  1944),  or  contract, 
M, liter  of  Consolidated  Electric  &  Gas  Co..  15  S.  E.  C.  161    (1943). 
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Even  much  earlier  the  lawyers  had  advised  that: 

"The  stock  of  the  Western  Pacitic  Kailroad  Company 
should  be  written  down  to  $1  as  of  the  date  of  the 
Supreme  Court  decision  approving  the  I.  C.  C.  plan  of 
reorganization  *  *  *  wherein  the  stock  is  declared 
worthless." 

(E.  561-2) 


In  any  event,  appellees  concede  and,  indeed,  proclaim 
that  "the  returns  were  proper  under  the  tax  laws"  (DB  ] 
18).     This   means   that   defendant's   stock  became   "com-' 
pletely  worthless"  (DB  39)  in  1943;  and  it  is  not  too  impor- 
tant whether  that  happened  on  March  15  or  some  other  , 
date  in  1943.     Certainly  the  economic  unity  was  severed  i 
Avhen  the  returns  were  filed  in  1944  and  1945.    Appellees' 
denial  that  the  Supreme  Court's  decision  severed  the  eco- 
nomic unity  is  thus  not  only  contrary  to  fact,  but  irrelevant. 

2.    It  is  also  inconsistent  with  appellees'  other  argument, 
namely,  that  the  economic  unity  of  the  Western  Pacific 
group  had  ceased  long  before  March  15,  1943  (DB  60-61). 
Appellees'  latter  contention  is  as  untenable  as  their  first,  i 
As  pointed  out  in  Polk's  letter  already  mentioned,  defend- 
ant's reorganization  plan  had  been  reversed  by  this  Court  < 
on  November  28,  1941   {In  re  Western  Pac.  R.  Co.,  124  { 
F.  2d  136)  because  of  the  Commission's  and  the  District  ; 
Court's  failure  to  make  findings  which  would  justify  the 
elimination  of  jDlaintiff's  stock  interest  in  defendant   (R. 
1781).    This  Court's  decision  thus  "was  a  practical  assur-  j 
ance  of  participation  in  the  reorganization  by  the  equity  ; 
ownership",    i.e.,    plaintiff    (R.    1782).      Only    after    this 
Court's   decision   was   in   turn   reversed  by   the   Supreme 
Court  on  March  15,  1943,  were  the  worthlessness  of  plain- 
tiff's stock  in  defendant  and  the   severance  of  economic 
unity  established  facts. 

From  this  time  on,  we  submit,  the  purpose  of  the  tax 
laws — to  mitigate  plaintiff's  loss  and  to  benefit  it  as  the 
parent  of  the  affiliated  group — could  be  accomplished  only 
by  an  arrangement  between  plaintiff  and  defendant  allow- 
ing plaintiff  all  or  at  least  a  substantial  share  of  the  tax 
savings. 
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C.  The  alleged  twenty  years'  tax  practice  of  the  Western 
Pacific  group  is  contrary  to  fact  and,  in  any  event,  fur- 
nishes no  test  of  what  woukl  liave  been  fair  after  the 
economic  severance  of  the  parties. 

Appellees'  argument  (DB  59,  65)  runs:  During  the  years 
prior  to  1943  plaintiff,  defendant  and  their  affiliates  had 
consistently  filed  consolidated  tax  returns.  The  taxes  paid 
l)y  plaintiff  pursuant  to  such  returns  were  allocated  among 
llie  various  affiliates  having  taxable  income  in  proportion 
to  the  amount  of  such  incomes.  Affiliates  who  contributed 
a  loss  and  thereby  reduced  the  consolidated  tax  are  said  to 
liave  received  no  payment  for  contributing  tlieir  loss.  Such 
liaving  been  the  practice  before  1942,  appellees  say  it 
would  have  been  unfair  for  plaintiff  to  demand  a  change 
ill  1943  and  thereafter,  when  such  change  would  lie  to 
]i]aintiff's  advantage. 

The  argument  does  not  stand  analysis. 

1.  It  is  factually  unsound.  During  the  years  from  1918 
to  1924,  one  of  the  affiliates  joining  with  plaintiff  and  de- 
fendant in  consolidated  returns  did  make  substantial  "tax 
savings  payments"  to  plaintiff,  as  is  more  fully  demon- 
strated in  the  footnote.* 


'■'■  The  affiliate  was  the  Utah  Fuel  Company.  The  facts  appear 
from  a  Price,  Waterhouse  report  (Def.  Ex.  40).  Page  references 
in  this  footnote  refer  to  said  Defendants'  Exhibit  40. 

In  the  interest  of  brevity,  we  confine  ourselves  to  the  taxes  for 
ithe  year  1923,  other  years  being  similar.  In  1923  the  separate 
i income  of  Utah  Fuel  Company  (including  its  subsidiaries)  was 
l$l. 053.957.73  (pp.  6,  13-).  At  the  then  prevailing  12i/^%  tax  rate, 
'the  income  tax  payable  by  Utah  Fuel  Company,  on  a  separate  basis, 
uould  have  been  $131,744.72. 

Utah  Fuel  Company  however  joined  with  plaintiff  and  the  other 
members  of  the  Western  Pacific  group  in  a  consolidated  tax  return. 
Plaintiff  had  sustained  a  substantial  loss  in  1923  (p.  13).  The- 
tdtal  consolidated  tax  amounted  therefore  to  only  $71,26(S.88  (p. 
113)  ;  and  the  proportionate  share  of  Utah  Fuel  Company  in  the 
consolidated  tax  would  have  been  only  a  fraction  of  this  $71,268.88. 

But  actually  the  benefit  of  this  tax  reduction  was  not  passed  on 
tn   Utah    Fuel   Company.     On  the   contrary,   Utah    Fuel   Company 
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2.  Appellees'  argument  also  ignores  their  other  conten- 
tion that  the  pre-reorganization  defendant  and  its  reorgani- 
zation trustees  were  altogether  "distinct  entities"  (DB  2). 
The  pre-reorganization  i^ractice  of  plaintiff  and  defendant 
certainly  could  not  pre-judge  what  should  be  done  as  be- 
tween plaintiff  and  the  trustees.  During  the  reorganization 
years  1936  to  1941  neither  plaintiff  nor  defendant's  trus- 
tees had  taxable  income  (Def.  Exs.  46,  47,  R.  2040-1),  so 
that  no  tax  ijroblem  could  arise.  And  when  defendant's 
trustees  for  the  first  time  realized  income  in  1942,  they 
felt  so  little  bound  by  the  previous  tax  practice  that  they 
retained  tax  counsel  to  obtain  their  advice  on  the  "very 
critical  question"  of  whether  consolidated  or  separate  re- 
turns should  be  filed  (PL  Exs.  39-B,  39-D,  R.  544,  546). 

3.  In  any  case,  the  tax  practice  of  the  Western  Pacific 
group  in  earlier  years  is  totally  irrelevant  to  the  events  of 
1943  and  thereafter.  The  $593,976.33  tax  savings  which 
plaintiff  is  said  to  have  derived  by  filing  consolidated  re- 
turns (DB  59,  65),  accrued  during  the  period  from  1924 
to  1935  (DB  65;  R.  2040).  During  this  period,  the  Western 
Pacific  group  was  an  economic  unit;  tax  savings  payments 
would  have  been  unnecessary  and  pointless  since  all  tax  sav- 
ings automatically  redounded  to  the  benefit  of  plaintiff,  the 
common  parent.  Thus,  if  plaintiff  sustained  a  loss  and 
one  of  its  subsidiaries  profited,  the  tax  saving  of  the  sub- 
sidiary became  automatically  the  tax  saving  of  the  parent, 
so  that  the  formality  of  a  tax  saving  payment  was  su- 
perfluous.    Conversely,  if  plaintiff  had  a  profit  and  one 


paid  the  full  sum  of  $131,744.72  (p.  6),  i.e.,  the  tax  it  would  have 

had  to  pay  on  a  separate  basis.     It  paid 

to  the  Government:  $71,268.88 

to  plaintiff:  $60,475.84  (p.  6) 

Total  paid  by  Utah  Fuel  Co.:  $131,744.72   (p.  6) 

This  transaction  is  thus  a  clear  instance  of  a  "tax  savings  pay- 
ment" and  refutes  appellees'  contention  that  consolidated  taxes  were 
apportioned  among  the  income  companies  of  the  Western  Pacific 
Group  in  the  proportion  of  their  respective  incomes. 
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of  its  subsidiaries  a  loss,  a  tax  saving  payment  l)y  the 
parent  to  the  subsidiary  would  have  been  as  meaningless 
as  it  would  be  for  an  individual  to  shift  money  from  one 
pocket  to  another.  So  long  as  the  Western  Pacific  group 
constituted  an  economic  unit,  there  was  no  reason  or  pur- 
pose for  making  tax  savings  payments. 

But  the  situation  was  quite  different  when,  on  March 
L5,  1943,  the  economic  unity  of  plaintiff'  and  defendant  was 
severed.  From  that  time  on,  the  automatic  upstream  flow 
of  defendant's  tax  savings  was  interrupted.  The  tax  sav- 
ings of  defendant  were  no  longer  the  tax  savings  of  plain- 
tiff. Hence  it  Avas  at  this  iDoint,  and  not  before,  that  an 
adjustment  of  tax  savings  between  defendant  and  plaintiff 
became   important   and   necessary. 

We  submit  that  the  alleged  absence  of  tax  savings  pay- 
ments during  the  period  liefore  1943 — when  such  payments 
would  have  been  unnecessary  and  meaningless — furnishes 
no  test  for  the  years  1943  and  thereafter  when  the  useful- 
ness and  significance  of  such  payments  first  arose. 

D.  The  precedents  allegedly  militating  against  tax  savings 
payments  deal  with  unified  groups  of  corporations  and 
are  therefore  inapplicable  where,  as  here,  the  economic 
unity  has  been  severed. 

Appellees  contend  (DB  52-58)  that  it  is  the  "general 
business  practice"  of  affiliated  groups  to  allocate  the  con- 
solidated tax  to  the  income  companies  of  the  group,  without 
any  allowance  to  loss  companies;  that  various  administra- 
tive agencies  (the  Treasury,  the  F.  T.  C,  the  S.  E.  C,  the 
I.  C.  C.)  have  advocated  this  practice;  and  that  therefore 
fairness  did  not  require  defendant  to  allow  plaintiff"  a 
share  of  its  tax  savings. 

The  principal  trouble  with  this  argument  is  that  the 
so-called  precedents  dealt  with  the  normal  situation  of  a 
consolidated  return  filed  by  an  economically  unified  group 
of  corporations;  whereas  the  very  basis  of  our  claim  lies 
in  the  economic  severance  of  tlie  ]3arties.  Xoiio  of  appel- 
lees' precedents  deals  with  such  a  situation;  none  is  tliere- 
fore  here  pertinent. 
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But  appellees'  arguments  are  unsound  for  additional 
reasons. 

1.  The  Treasury  Department.  Appellees'  argument 
postulates  a  rigid  rule  requiring  that  tax  savings  arising 
from  consolidated  returns  must  be  allocated  to  the  income 
companies  of  the  grouj)  in  j^roportion  to  their  incomes, 
without  any  allowance  to  the  loss  companies.  But  the 
simple  fact  is  that  no  such  requirement  exists.  On  the 
contrary,  Treas.  Reg.  104,  §  23.15(d)  expressly  recognizes 
the  freedom  of  the  group  members  to  agree  on  such  alloca- 
tion of  the  tax  burden  as  they  see  fit  (IntOB  50-51). 

Appellees  (DB  56)  invoke  certain  Treasury  rulings — 
I.  T.  3637  and  I.  T.  3692  (DB  App.  17,  21)— as  supporting 
their  position.  But  these  rulings  deal  with  a  specific  nar- 
row problem  not  here  pertinent ;  *  and  the  rulings  carefully 
emphasize  that: 

"The  [Internal  Revenue]  Bureau  is  not  concerned 
with  arrangements  made  between  affiliated  companies 
as  to  the  payment  of  the  [consolidated]  tax.  *  *  *  As 
a  matter  of  fact  one  of  the  affiliates  may  make  all  of 
the  tax  payments  via  the  parent  corporation,  *  *  *  " 

I.  T.  3637  (1944  Cum.  Bull.  258;  DB  App.  20) 

Nothing  in  the  Treasur^^  Regulations  prevented  there- 
fore these  parties  from  arranging  for  a  fair  division  of  the 
tax  savings. 


*  Internal  Revenue  Code,  §  115  defines  "dividends"  as  payments 
made  by  a  corporation  to  its  shareholders  "out  of  its  earnings  or 
profits".  Once  a  corporation  has  earnings  or  profits  available  for 
the  distribution  of  dividends,  then  a  distribution  made  by  the  cor- 
poration to  its  shareholders  will  be  deemed  a  "dividend"  to  the 
extent  of  the  available  earnings  or  profits  (§  115  (b)). 

This  statute  made  it  necessary  t3  define  the  concept  of  "earnings 
or  profits  available  for  dividends"  in  situations  where  consolidated 
tax  returns  are  filed.  I.  T.  3637  and  I.  T.  3692  furnish  that  defini- 
tion. But  these  rulings  do  not  pre-judge  the  right  of  affiliated  com- 
panies to  make  such  tax  allocations  inter  sese  as  they  may  see  fit. 
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2.  The  alleged  "'general  business  practice/'  does  not 
exist.  The  Western  Pacific  group  itself  deviated  from  it 
{supra,  p.  );  and  the  Report  of  the  Federal  Trade 
Commission  *  (DB  App,  2)  enmnerates  many  instances  of 
tax  savings  payments  which  were  approved  by  the  appro- 
priate state  regulatory  commissions  (see  DB  Ap]).  2-8). 

3.  The  Federal  Trade  Commission.  It  is  true,  as  ap- 
pellees say  (DB  50,  57),  that  the  F.  T.  C.  criticized  tax 
savings  payments  and  recommended  the  enactment  of  legis- 
lation absolutely  forbidding  them  (DB  App.  C).  But,  as 
we  have  shown  (IntOB  52),  the  recommendation  was  limited 
to  the  field  of  public  utilities;  and,  in  any  case,  it  was  not 
adopted  by  Congress.  The  F.  T.  C.'s  Report,  and  expres- 
sions based  thereon  such  as  those  of  Senator  Wheeler 
(DB  51),  are  therefore  not  indicative  of  Congressional 
])olicy.  Congress,  instead  of  adopting  the  rigid  prohibition 
proposed  by  the  F.  T.  C,  left  the  matter  for  regulation  liy 
the  S.  E.  C;  Public  Utility  Holding  Company  Act,  §  12,  15 
r.  S.  C,  §791. 

4.  The  Securities  and  Exchange  Commission,  pursuant 
to  this  Congressional  authorization,  adopted  its  Rule  V- 
45(b)  (())  which  we  have  extensively  discussed  (IntOB  44- 
49).  The  Rule,  as  we  have  show^n,  is  not  mandatory,  but 
flexible;  while  stating  the  normal  rule  of  proportionalal- 
location,  it  allows  exceptions;  and,  in  the  exercise  of  this 
latitude,  the  S.  E.  C.  has  repeatedly  permitted  tax  saving 
payments  to  be  made  to  loss  companies  where  required  in 
the  interest  of  fairness  (see  cases  cited  IntOB  45,  46,  49). 

5.  The  Interstate  Commerce  Coynmission.  Appellees 
admit  (DB  58)  that  the  I.  C.  C.  has  not  dealt  with  the  proK- 


*  Federal  Trade  Commission,  Summary  Report  to  the  Senate 
of  the  United  States,  pursuant  to  vSenate  Resolution  No.  83.  70th 
Cong.,  1st  Sess.,  on  Economic,  Financial  and  Corporate  Phases  of 
Holding  and  Operating  Companies  of  Electric  and  Gas  Utilities, 
Part  72- A,  Sen.  Doc.  No.  92,  70th  Cong.,  1st  Sess. 


18 

lem  of  the  allocation  of  consolidated  taxes.  The  two  I.  C.  C. 
decisions  cited  by  appellees  (DB  58)  bear  no  relation  to 
the  issues  at  bar. 

E.     Plaintiff  was  under  no  obligation  to  make  its  tax  credit 
available  to  defendant. 

Appellees  reiterate  with  g:reat  insistence  that  plaintiff 
was  obligated  to  minimize  defendant's  taxes  by  making  its 
tax  credit  available  to  defendant  (DB  32,  40,  41,  59,  60). 
They  invoke  two  grounds:  Plaintiff,  they  say,  was  a 
fiduciary  of  defendant  (but  see  supra,  pp.  5-6) ;  and  the 
Bankruptcy  Act  obligated  plaintiff,  as  stockholder,  to  pre- 
serve defendant's  assets.  Both  arguments  have  been  an- 
swered in  our  opening  brief  (pp.  66-68).  Here  we  confine 
ourselves  to  certain  supplementary  observations.  J| 

1.  Appellees  say  that  the  bankruptcy  court  could  and 
would  have  compelled  plaintiff  to  join  in  consolidated  re- 
turns (DB  40-41).  But  apart  from  the  jurisdictional  im- 
possibility of  such  action,  Callaway  v.  Benton,  336  U.  S. 
132,  141-9  (1949),*  the  argument  begs  the  question:  The 
bankruptcy  court,  or  any  other  court  of  equity,  would  have 
exercised  such  compulsion  only  if  plaintiff  had  been  under 
an  obligation  to  file  consolidated  returns.  The  existence 
of  that  obligation  cannot  be  proved  by  speculations  as  to 
what  action  the  bankruptcy  court  might  have  taken. 

2.  Had  plaintiff  enjoyed  taxable  income  of  its  own,  it 
could  have  used  its  tax  credit  to  minimize  its  own  taxes. 
In  that  case  no  one  would  dream  to  argue  that  plaintiff 
was  under  a  duty  to  surrender  its  tax  credit  to  defendant. 
Ko  clearer  proof  is  possible  that  the  tax  credit  was  a  valu- 


*  Appellees  would  distinguish  this  case  on  the  ground  that  the 
present  plaintifif  had  become  a  party  to  defendant's  reorganiza- 
tion (DB  41).  But  plaintiff  was  permitted  to  intervene  in  defend- 
ant's reorganization  because  it  was  "an  unsecured  creditor  and  the 
sole  stockholder  of"  defendant  (R.  1994)  ;  it  thus  submitted  itself 
to  the  bankruptcy  court's  jurisdiction  with  respect  to  its  own  claims 
against  the  debtor,  not  with  respect  to  any  claims  the  debtor  might 
assert  against  it. 
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able  right  of  plaintiff  which  it  was  not  obligated  to  give 
aw^ay.  The  fact  that  plaintiff  actually  had  no  income 
6f  its  own  does  not  affect  its  rights;  for  the  owner's  in- 
ability to  use  his  property  gives  no  right  to  others  to 
^Appropriate  it. 

3.  Appellees  say  that  it  "cost  the  Corporation  nothing" 
to  surrender  its  tax  credit  to  defendant  (DB  32).  Even 
if  that  were  true,  it  would  not  follow  that  defendant  had  a 
right  to  appropriate  plaintiff's  tax  ci-edit  or  that  plaintiff 
was  obligated  to  surrender  it.  But  appellees'  premise  is 
wrong : 

(a)  To  begin  with,  jjlaintiff's  joining  in  consolidated 
returns  subjected  it  to  liability  for  any  tax  deficiency  of 
defendant;  Treas.  Beg.  104,  i23.15(a)"  (IntOB  App.  12). 
It  w^ould  seem  j^reposterous  to  suggest  that  plaintiff  was 
oliligated  to  make  itself  the  surety  of  defendant's  unde- 
termined tax  obligations. 

(b)  The  value  of  plaintiff"'s  tax  credit  must  be  deter- 
mined as  of  the  time  defendant  appropriated  it,  i.e.,  July 
15,  1944  (the  date  of  the  1943  returns).  At  that  time 
])laintiff  had  a  real  possibility  of  utilizing  its  tax  credit 
to  its  own  direct  benefit.  The  fact  that  plaintiff's  tax  credit 
could  be  carried  forward  as  far  as  1945,  could  have  been 
utilized  to  attract  new  capital  investments  in  plaintiff;  and 
])laintiff,  with  such  new  financing,  could  have  enjoyed  the 
l)enefit  of  its  tax  credit.  See  Alprosa  Watch  Corp.  v.  Com- 
missioner, 11  T.  C.  -240  (1948),  the  facts  of  which  are  set 
forth  in   the  footnote.*      Plaintiff's  management,  devoted 


*  The  taxpayer  in  the  Alprosa  Watch  case  was  a  corporation 
engaged  in  the  business  of  manufacturing  and  selling  gloves  under 
the  name  of  "Esspi  Glove  Corporation".  It  sustained  a  substantial 
loss  in  its  operations.  The  stockholders  of  the  corporation  there- 
upon sold  their  stock  to  a  new  group.  The  new  stockholders 
changed  the  name  of  the  taxpayer  to  'Alprosa  Watch  Corporation", 
moved  its  business  to  new  quarters  and  caused  the  corporation  to 
give  up  the  glove  business  and  to  engage  in  the  business  of  pur- 
chasing and  selling  jewelry.  The  Tax  Court  held  that  the  corjio- 
ration  could  use  the  loss  sustained  in  its  glove  business  as  a  tax 
credit  against  the  profits  made  in  its  jewelry  business. 
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solely  to  the  interests  of  defendant,  entertained  no  such 
thoughts ;  but  that  does  not  change  the  fact  that  plaintiff's 
tax  credit  could  have  been  the  instrument  of  breathing 
new  life  into  plaintiff.  It  was  therefore  an  asset  of  real 
and  substantial  value ;  and  the  contention  that  its  surrender 
to  defendant  cost  plaintiff  nothing  is  plainly  wrong.         W 

(c)  Apart  from  all  these  considerations,  plaintiff's  tax 
credit  was  a  valuable  asset  because  defendant  needed  it 
and  was  in  a  position  to  derive  benefits  from  it.  The  tax 
credit  thus  had  "a  'sale'  value  of  which  the  ceiling  is  the 
amount  of  such  benefits"  as  defendant  could  realize  there- 
from; Truncale  v.  Universal  Pictures  Co.,  76  F.  Supp.  465, 
469  (D.  C,  S.  D.  N.  Y.,  1948).  This  point  has  been  more 
fully  developed  in  our  opening  brief  (pp.  56-57) ;  appellees 
have  not  answered  what  we  there  said ;  and  their  attempted 
distinction  of  the  Truncale  case  (DB  45-46)  has  no  bearing 
on  its  aspect  here  involved.  • 

-1 
4.    Appellees  argue   (DB  40)   that  it  would  have  been 

wrong  for  plaintiff  "to  require  payment  for  the  service  of 
signing  a  paper"  (i.e.,  the  consolidated  returns) ;  that  "a 
reorganization  court  pays  nothing  for  nuisance  value"; 
and  that  plaintiff  would  not  have  been  permitted  to  drive 
"a  hard  bargain"  with  the  trustees. 

The  argument  completely  misconceives  the  nature  of  our 
case.  We  never  contended  that  plaintiff  was  entitled  to 
payment  for  its  signature.  We  did  and  do  contend  that 
the  tax  credit  was  plaintiff's;  that  it  was  created  by  law 
to  mitigate  plaintiff's  stock  loss;  that,  before  surrender- 
ing its  tax  credit  to  defendant,  plaintiff  was  therefore 
entitled  to  demand  an  appropriate  share  of  the  result- 
ing tax  savings  of  defendant ;  that  this  demand  would  have 
been  fair  because  consonant  with  the  purpose  of  the  tax 
laws;  and  that,  because  of  the  duality  of  management,  de- 
fendant was  required  to  deal  fairly  with  plaintiff.  Appel- 
lees' attempt  to  characterize  our  postulate  as  a  nuisance 
bargain  is  far  off  the  mark  indeed. 
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F.     An  agreement  by  defendant  to  allow  plaintiff  a  fair  share 
of  the  tax  savings  would  not  have  destroyed  those  savings. 

Appellees  argue  (DB  39)  that  an  agreement  allowing 
plaintiff  a  share  of  the  tax  savings  would  have  destroyed 
the  savings  themselves.  For  the  possibility  of  using  plain- 
tiff's stock  loss  as  a  tax  deduction  depended  upon  the  stock's 
becoming  completely  worthless ;  and,  say  appellees,  if  plain- 
tiff received  a  tax  benefit  from  its  stock  loss,  that  very  fact 
would  have  demonstrated  that  the  stock  still  had  some 
value  to  plaintiff. 

The  argument  borders  on  the  absurd. 

(a)  If  appellees  were  right,  no  stock  loss  could  ever  be 
used  as  a  tax  deduction.  For,  according  to  appellees,  the 
tax  deduction  flowing  from  the  stock  loss  would  demon- 
strate that  the  stock  was  not  yet  completely  worthless ;  and 
hence  the  tax  deduction  would  have  to  be  disallowed.  Such 
circular  reasoning  would,  of  course,  defeat  the  very  pur- 
pose of  I.  R.  C,  §  23(g)  (4),  to  mitigate  a  stock  loss  by 
allowing  it  as  a  tax  deduction. 

By  the  same  token,  if  plaintiff  had  been  permitted  a  share 
in  the  tax  savings  resulting  from  its  stock  loss,  the  stock 
would  nevertheless  have  been  completely  worthless,  since 
the  payment  would  have  ])een  made  not  for  the  stock,  Init 
for  the  use  of  the  tax  credit. 

(b)  Appellees  (DB  39)  invoke  a  Treasury  ruling,  I.  T. 
3252  (1939-1  Cum.  Bull.  182).  The  taxpayer  there  had 
made  an  executory  contract  for  the  sale  of  certain  stock. 
The  stock  thereafter  became  worthless,  but  the  taxpayer 
was  still  entitled  to  receive  the  purchase  price.  The  tax- 
payer's claim  for  a  tax  deduction  on  the  ground  that  the 
stock  had  become  worthless  was  disallowed — necessarily 
so  since  the  depreciation  of  the  stock  did  not  affect  the 
taxpayer.  No  analogy  flows  from  this  case  to  ours,  where 
the  complete  worthlessness  of  defendant's  stock  lield  by 
plaintiff  was  indisputable. 
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G.     Plaintiff's  claim  is  not  inconsistent  with   defendant's   re- 
organization. 

Appellees  argue  (DB  59,  66)  that,  in  defendant's  re- 
organization, its  secured  creditors  were  not  paid  in  full; 
that  jDlaintiff,  as  stockholder  of  defendant,  ranked  behind 
the  secured  creditors ;  that,  under  the  absolute  priority  rule 
of  the  Boyd  case,*  plaintiff  could  receive  nothing  until  its 
seniors  were  paid  in  full;  and  that  the  allowance  of  plain- 
tiff's present  claim  would  violate  this  principle. 

This  reasoning  is,  in  essence,  the  same  as  that  of  the 
Court  below  which  held  that  the  allowance  of  plaintiff's 
claim  would  be  contrary  to  defendant's  reorganization  plan 
(R.  272-4).  It  has  been  answered  in  our  opening  brief 
(pp.  64-65). 

1.  The  absolute  priority  rule  requires  that  stockholders 
shall  not  participate  in  a  corporate  reorganization  so  long 
as  senior  claimants  are. not  satisfied  in  full.  This  principle 
was  meticulously  followed  in  defendant's  reorganization; 
defendant's  stock  held  by  plaintiff  was  completely  wiped 
out.  Indeed,  the  complete  worthlessness  of  plaintiff's 
stockholdings  in  defendant  was  the  basis  upon  which  plain- 
tiff became  entitled  to  a  tax  credit  under  I.  R.  C,  §  23(g)  (4). 

But  once  this  elimination  of  the  old  stock  in  defendant 
was  accomplished,  the  operation  of  the  absolute  priority 
rule  was  at  an  end.  Certainly  the  rule  does  not  require 
the  denial  of  claims  arising  during  reorganization  solely 
because  the  claimant  happens  to  be  a  stockholder ! 

To  illustrate:  Suppose  that  a  railroad,  in  the  hands  of 
reorganization  trustees,  negligently  injures  one  of  its 
passengers.  Would  it  be  argued  that  the  passenger's  claim 
for  damages  must  be  rejected  because  he  happens  to  be  a 
stockholder  of  the  railroad  and  his  stock  is  without  equity? 
The  answer  would  obviously  be  no;  and  it  would  be  equally 
negative  if  the  victim  of  the  railroad's  negligence  should 
happen  to  be  the  owner  of  all  its  stock.    The  injured  pas- 


"^  Northern  Pacific  R.  Co.  v.  Boyd,  228  U.  S.  482  (1913)  ;  Case 
V.  Los  Angeles  Lumber  Co.,  308  U.  S.  106  (1939). 
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senger's  claim  for  damages  could  not  l)e  defeated  because 
his  stock  ranks  junior  to  the  secured  creditors ;  or  because, 
as  the  holder  of  all  of  the  stock,  he  is  claimed  to  be  a 
fiduciary;  or  because,  under  the  Bankruptcy  Act,  he  is 
required  to  preserve  the  assets  of  the  railroad. 

The  present  case  is  not  different.  Plaintiff's  stockhold- 
ings in  defendant  were  eliminated  in  conformity  with  the 
priority  rule.  But  after  this  was  done,  defendant  used 
plaintiff's  tax  credit.  This  gave  rise  to  a  new  claim  on 
plaintiff's  part — not  for  the  recognition  of  its  stock  in- 
terest in  defendant,  but  for  the  use  of  its  tax  credit.  It  is 
therefore  idle  to  contend  that  the  assertion  of  this  claim 
is  contrary  to  the  principle  of  priority  or  to  the  reorganiza- 
tion plan's  purpose  to  eliminate  plaintiff's  stockholdings 
in  defendant. 

2.  Appellees  argue  ad  misericordiam  that  plaintiff's 
claim  would  "undermine  the  financial  position"  of  defend- 
ant (DB  42).  But  actually  it  would  leave  defendant  where 
the  bankruptcy  courts  intended  to  place  it  and  where  de- 
fendant itself  and  its  security  holders  counted  on  being 
placed.  When  the  Supreme  Court  passed  on  defendant's  re- 
organization plan,  the  junior  interests  demanded  considera- 
tion because  of  defendant's  "unexpectedly  large  earnings''; 
Echer  v.  Western  Pacific  R.  Corp.,  318" U.  S.  448,  at  508 
(1943).  In  jinswer  the  Supreme  Court  referred  to  the 
"effect  of  taxation"  which  was  "more  likely  to  affect  net 
earnings"  {ibid.).  Defendant's  new  capitalization  Avas 
thus  based  on  the  assumption  that  it  would  have  to  pay 
the  normal  taxes;  and  of  this  fact  defendant  gave  warning 
to  the  world  by  setting  aside  a  $10,000,000  tax  reserve. 
Defendant  has  now  succeeded  in  avoiding  these  taxes.  Its 
security  holders  thereby  obtained  a  windfall  which  the  Su- 
preme Court  never  contemplated  giving  them.  But  the 
windfall  came  from  the  use  of  plaintiff's  tax  credit.  To 
say,  under  these  circumstances,  that  plaintiff's  claim  to 
a  fair  share  in  this  windfall  wonhl  "deplete  the  assets"  of 
defendant  (DB  Qi(y)  is  little  less  than  a  parody  on  the  facts. 
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H.     The  amount  of  plaintiff's  recovery  should  be  determined 
in  conformance  with  the  purpose  of  the  tax  laws. 

Our  briefs,  we  believe,  have  shown  that  plaintiff's  treat- 
ment by  defendant — the  denial  to  plaintiff  of  any  and  all 
benefit  from  the  tax  transaction — was  clearly  unfair.  It 
remains  to  consider  the  amount  of  relief  that  will  cure  the 
wrong.     Fairness  again  must  be  the  guidepost. 

1.  In  determining  the  requirements  of  fairness,  the 
Court  will  not,  as  appellees  suggest,  try  to  "make  a  retro- 
spective bargain"  (DB  39).  The  courtroom  is  not  the 
market  place.  Once  a  transaction  between  fiduciary  and 
cestui  is  recognized  as  unfair,  the  consequences  follow  as 
a  matter  of  law.*  The  superior  negotiating  skill  of  one 
party,  the  economic  weakness  of  the  other  may  fashion 
the  terms  of  a  deal  between  parties  transacting  at  arm's 
length.  But  these  factors  are  of  no  account  in  the  judicial 
award  of  what  is  fair;,  objective  standards,  such  as  those 
applied  in  Chelrob  v.  Barrett,  293  N.  Y.  442,  57  N.  E.  2d 
825   (1944),  control. 

2.  It  is  our  primar}^  contention  that  plaintiff  is  entitled 
to  the  full  amount  of  the  tax  savings.  That  follows  from 
the  purpose  of  the  tax  laws  to  confer  a  tax  benefit  on 
plaintiff,  not  on  defendant.  In  cases  comparable  to  ours, 
this  solution  was  held  to  be  fair.  Matter  of  Consolidated 
Electric  S  Gas  Co.,  15  S.  E.  C.  161  (1943) ;  Matter  of  Cities 
Service  Co.  (S.  E.  C.  Holding  Company  Act  Release  No. 
5535,  January  3,  1945,  File  No.  70-988,  discussed  IntOB 
46).  But  should  the  Court  find  some  equity  in  defendant's 
having  contributed  to  the  achievement  of  the  savings,  then, 
we  submit,  fairness  dictates  that  plaintiff  is  entitled  to 
at  least  half  of  the  savings  which  the  use  of  its  tax  credit 
made  possible. 


*  Appellees'  argument  that  "the  reorganization  trustees  [of  de- 
fendant] are  not  parties  to  this  proceeding"  (DB  39)  is  beside 
the  point  since  defendant  has  by  contract  assumed  all  obligations  of 
the  trustees  (R.  78,  1712-3;  infra,  p.  28). 
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POINT  III 

The  defense  of  bankruptcy  bar  is  unsound  because 
contrary  to  an  express  statute  and  a  long  line  of  au- 
thorities. 

Appellees  contend  (DB  68)  that  plaintiff's  claim,  even 
though  originally  valid,  was  barred  by  plaintiff''s  failure 
to  have  it  approved  by  the  bankruptcy  court.  Payment 
of  plaintiff's  claim,  it  is  said,  would  have  been  an  expense 
of  reorganization;  the  bankruptcy  court,  according  to  ap- 
pellees, had  exclusive  jurisdiction  to  pass  on  the  claim; 
and  plaintiff  failed  to  present  it  to  the  only  competent 
forum  (DB  68). 

Before  answering  this  argument,  it  is  necessary  to  deal 
with  two  preliminary  points.  For  intermingled  with  their 
argument  just  mentioned,  appellees  present  two  others: 
That  the  reorganization  trustees,  against  whom  the  claim 
was  originally  directed,  did  not  have  the  necessary  author- 
ity from  the  bankru]5tcy  court  to  incur  such  liability  (DB 
72-74) ;  and  that,  in  any  event,  the  liability  is  that  of  the 
trustees  and  was  never  assumed  by  defendant  (DB  20, 
75-79).  Since  these  two  contentions  are  not  strictly  ger- 
mane to  the  defense  of  bankru])tcy  bar,  we  shall  dispose  of 
them  in  advance  before  turning  to  appellees'  main  argu- 
ment. 

Accordingly,  we  sjiall  show  under  this  pointhead  that: 

1.  The  authorization  of  the  bankruptcy  court  was 
not  a  prere(|uisite  of  ])]aintiff's  claim;  moreover,  such 
authorization  was  given  (A,  infra); 

2.  To  the  extent  that  plaintiff's  claim  was  originally 
directed  against  the  reorganization  trustees,  it  was 
validly  assumed  by  defendant  (B,  infra)  ;  and 

3.  Plaintiff  was,  by  express  statute,  relieved  from 
any  requirement  to  present  its  claim  to  the  bankruptcy 
court  (C,  infra). 
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A.  The  authorization  of  the  bankruptcy  court  was  not  a 
prerequisite  of  plaintiff's  claim;  moreover  such  authoriza- 
tion  was  given. 

Appellees  argue  (DB  72-74)  that  a  reorganization  trus- 
tee cannot  validly  incur  any  liability  without  approval  of 
the  court.  Here  the  bankruptcy  court  directed  that  "any 
extraordinary  expense"  was  to  be  "subject  to  the  prior 
approval  of  the  Court"  (R.  1910,  1929).  The  liability  to 
plaintiff,  it  is  said,  was  an  "extraordinary  expense"  and 
did  not  have  prior  court  approval. 

There  are  many  difficulties  with  this  argument. 

1.  The  consolidated  returns  for  1944  and  the  refund 
claim  for  1942  were  both  filed  in  1945  (PI.  Exs.  5,  6),  long 
after  defendant  had  emerged  from  reorganization  on 
December  29,  1944  (R.  499).  The  trustees  had,  therefore, 
nothing  to  do  with  these  transactions,  so  that  the  rule 
requiring  court  approval  of  their  liabilities  could  not  come 
into  x)lay. 

2.  The  rule  was  also  inapplicable  to  the  returns  for  1943. 
The  doctrine  that  reorganization  trustees  cannot  incur  lia- 
bilities without  court  approval  is  limited  to  contract  obli- 
gations; see  Chicago  Deposit  Vault  Co.  v.  McNidta,  153 
U.  S.  554,  5(j2  (1894).*  A  trustee  who  in  the  conduct  of  the 
debtor's  business  violates  the  anti-trust  laws,  or  engages 
in  unfair  competition,  or  appropriates  the  property  of  an- 
other, cannot  escape  liability  by  saying  that  his  incurring 
any  of  tliese  liabilities  was  an  "extraordinary  expense"  not 
authorized  bv  the  court.     Each  of  the  authorities  cited  bv 


*  The  Supreme  Court,  quoting  from  Lehigh  Coal  &  Not.  Co.  v. 
Central  R.  Co.,  35  N.  J.  Eq.  426,  held 

"  '  *  *  *  he  [the  receiverl  has  no  authority  to  bind  the  trust 
by  contract  without  the  authority  of  the  court.  Until  his  con- 
tracts are  approved  and  ratified  by  the  court  the  court  is  at 
liberty  to  deal  with  them  as  to  it  shall  appear  just,  and  may 
either  modify  them  or  disregard  them  entirely  *  *  *.' 
"This  states  the  correct  rule  upon  the  subject  *  *  *  " 

(153  U.  S.,  at  562;  italics  added) 
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appellees  (DB  72,  74)  involved  express  contract  obligations 
[arising,  e.g.,  from  a  lease  *,  from  a  loan  of  money,**  from 

the  purchase  of  goods,***  or  from  a  retainer  agreement.! 
I  The  present  claim  is  based  on  a  breach  of  fiduciary  duty 
j  and  is  therefore  non-contractual. 

[  3.  The  present  claim  is  not  an  "extraordinary  expense". 
I  The  filing  of  tax  returns  is  an  ordinary  and  necessary  inci- 
I  dent  of  running  a  railroad.  Appellees  themselves  pro- 
j  claim  that  "these  tax  transactions  were  handled  in  the 
!  ordinary  course  of  business"  (DB  12)  and  were  carried 
on  in  a  "routine"  fashion  (DB  21).  The  mere  fact  that  the 
expense  is  large  does  not  render  it  "extraordinary". 

4.  If  court  approval  were  deemed  necessary,  it  is  found 
I  in  the  bankruptcy  court's  order  of  March  3,  1944  (Def. 
I  Ex.  12,  R.  1895).  By  this  order  the  court,  having  been 
j  notified  of  the  trustees'  intention  to  file  consolidated  re- 
[  turns  for  1943  and  to  use  plaintiff's  stock  loss  (R.  1271-2, 
I  2025),  authorized  the  creation  of  a  tax  reserve  in  connec- 
I  tion  with  these  returns.     While  the  bankruptcy  court  did 

not  pass  on  the  propriety  of  the  proposed  tax  transactions, 
it  certainly  cannot  be  argued  that  what  the  trustees  did 
was  beyond  the  scope  of  tlieir  authority.  It  follows  that 
they  and  the  estate  administered  by  them  became  liable 
for  the  consequences  of  their  conduct;  Vass  v.  Conrori 
Bros.  Co.,  59  F.  2d  969,  970  (C.  C.  A.  2,  1932). 

5.  But  even  if  it  were  assumed,  arguendo,  that  the 
trustees  exceeded  their  authority,  they  would  still  have  in- 
curred personal  liability;  In  re  Kalh  S  Berger  Mfg.  Co., 
165  Fed.  895,  896  (C.  C.  A.  2,  1908).     Such  liability  was 


*  Chicago  Deposit  Vault  Co.  v.  McNulta,  153  U.  S.  554  (1894/. 

^*  Northern  Finance  Corp.  v.  Byrnes,  5  F.  2d  11  (C.  C.  A.  8. 
1925)  ;  Byrnes  v.  Missouri  National  Bank,  7  V.  2d  978  (C.  C.  A.  8. 
1925). 

***  In  re  Erie  Lumber  Co.,  150  Fed.  817  (D.  C,  S.  D.  Ga..  1906). 

•fLeiman  v.  Guftman,  336  U.  S.  1   (1949). 
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covered  by  defendant's  assumption  agreement,  to  be  pres- 
ently discussed,  since,  as  appellees  admit,  that  agreement 
was  couched  in  broad  language  "in  order  to  give  the  trus- 
tees full  protection  against  personal  liabilities"  (DB  76). 
We  submit  that  an  obligation  of  the  trustees  for  the  1943 
tax  savings  is  indisputable. 

B.  To  the  extent  that  plaintiffs  claim  was  originally  di- 
rected against  the  reorganization  trustees,  it  was  validly 
assumed  by  the  defendant. 

Appellees  contend  that  the  tax  savings  were  those  of 
the  trustees  (DB  1,  6,  20) ;  that  plaintiff's  claim  is  therefore 
directed  against  the  trustees;  and  that  defendant  did  not 
assume  this  liability  of  the  trustees   (DB  20,  75-79). 

This  argument,  like  that  just  discussed,  can  apply  only 
to  the  taxes  for  1943.  As  we  have  shown,  the  returns  for 
1944  and  the  refund  claim  for  1942  were  filed  after  defend- 
ant had  emerged  from  reorganization;  the  trustees  had 
therefore  nothing  to  do  with  these  tax  transactions;  and 
the  liability  arising  therefrom  Avas,  from  the  very  outset, 
that  of  defendant. 

We  agree,  however,  with  appellees  that  the  returns  for 
1943  were  filed  while  the  trustees  were  still  in  charge,  and 
were  consented  to  by  the  trustees  as  required  by  Treas. 
Reg.  104,  §  23.12(b) '  (IntOB  App.  11).  The  liability  to 
plaintiff  arising  from  this  transaction  was  therefore  orig- 
inally that  of  the  trustees.  But  defendant,  by  a  clear  and 
unequivocal  contract,  approved  by  the  bankruptcy  court, 
assmned  this  liability. 

1.  Toward  the  end  of  1944.  defendant  was  ready  to  come 
out  of  reorganization.  Accordingly,  the  bankruptcy  court 
made  its  so-called  revesting  order  of  November  27,  1944 
(PL  Ex.  14,  R.  1711,  36-108),  by  which  it  directed  the 
trustees  to  return  the  properties  in  their  hands  to  defend- 
ant, and  directed  defendant  to  assume  certain  liabilities 
and  obligations  of  the  trustees.  Paragraph  8(a)  of  the 
revesting   order    (R.   46)    prescribed   and   approved    spe- 
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cifieally  tlie  terms  of  the  assumption  agreement  to  be 
executed  by  defendant  (R.  76-81).  Pursuant  to  this  direc- 
tion, the  assumption  agreement  was  executed  by  defendant 
on  December  14,  1944  (PL  Ex.  15,  R.  1711,  7G). 

So  far  as  here  pertinent,  the  assumption  agreement 
provides  that 

"the  undersigned    [i.e.,  defendant]   does  liereby: 

****** 

"2.  Assume  any  and  all  outstanding  current  lia- 
bilities and  obligations  incurred  by  said  Trustees  and 
without  limitation  thereto,  any  and  all  liabilities  or 
obligations  of  the  debtor  in  possession  or  said  Trustees 
with  respect  to  claims  for  jjersonal  injury  or  death, 
for  loss  or  damage  to  property  and  generally  any  and 
all  liabilities  and  obligations  with  respect  to  claims 
of  any  character  whether  heretofore  or  hereafter 
asserted  arising  out  of  the  jjossession,  use  or  opera- 
tion of  the  debtor's  properties  by  said  Trustees,  or 
their  conduct  of  the  debtor's  business,  including  liabili- 
ties and  obligations  hereafter  arising  up  to  midnight 
December  31,  1944." 

(R.  78,  1712-1718) 

The  assumption  agreement  thus  included  "any  and  all 
liabilities  and  obligations  with  respect  to  claims  of  any 
character  *  *  *  arising  out  of  the  possession,  use  or  opera- 
tion of  the  debtor's  properties  by  said  Trustees,  or  their 
conduct  of  the  debtor's  business".  The  language  could 
not  have  been  broader.  It  requires  no  elal)oration  that 
plaintiff's  claim  arose  from  the  trustees'  "conduct  of  the 
debtor's  business",  since  the  filing  of  tax  returns  was  a 
necessary  incident  of  the  conduct  of  the  debtor's  business. 
Indeed,  appellees  do  not  contend  otherwise. 

(It  should  be  added  that  defendant  also  assumod  all 
federal  tax  liabilities  of  the  ti-usteos,  R.  1716.) 

2.  Appellees  contend,  nevertheless,  that  the  assumption 
agreement  did  not  embrace  the  present  claim.  But  theii- 
arguments  cannot  prevail  against  the  clear  language  of 
the  agreement. 
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(a)  In  the  first  place,  appellees  say  that  the  agreement 
applied  only  to  "recognized  debts"  (DB  76).  But  the 
agreement  contains  no  such  qualification;  on  the  contrary,  ,j 
it  covers  claims  "heretofore  or  hereafter  asserted".  If,  for  j 
instance,  a  negligence  claim  arose  against  the  trustees  on  i 
the  day  before  the  agreement  was  signed,  it  did  not  con-  . 
stitute  a  recognized  debt;  still  it  was  clearly  assumed  by  1 
defendant.  | 

(b)  Appellants  say  next  that  the  agreement  did  not 
eliminate  the  necessity  that  expenses  of  administration 
be  approved  by  the  bankruptcy  court  (DB  76).    But  that  is 

a  different  problem,  to  be  dealt  with  below  (C,  infra,  p.  31) ;  i 
it  relates  to  the  method  of  enforcing  the  claim  and  has  j 
nothing  to  do  with  the  breadth  of  the  assumption  agreement.    ; 

(c)  Appellants  further  say  that  the  assumption  agree-    j 
ment  did  not  embrace  all  obligations  of  the  trustees  because 
the  revesting  order  described  the  agreement  as  covering    i 
"certain  obligations"  of  the  trustees,  only  those  "valid  and   ( 
outstanding".     But   the   obligation   here   asserted   was   a 
valid  one;  and  the  phrase  "certain"  was  justified  because 
defendant  assumed  only  those  obligations  of  the  trustees 
arising  from  their  conduct  of  the  debtor's  business  and 
only  those  incurred  up  to  December  31,  1944. 

(d)  Appellees  next  refer  to  plaintiff's  "failure  to  obtain 
court  approval  of  their  claim"  (DB  77).  That  argument 
has  been  answered  (A,  supra,  p.  26). 

(e)  Appellees  finally  refer  to  a  provision  of  the  reorgani- 
zation plan  stating  that  defendant  was  to  assume  the  "cur- 
rent liabilities  and  obligations  incurred  by  the  trustees". 
The  pertinence  of  this  provision  does  not  appear  since  our 
claim  is  not  based  on  the  terms  of  the  reorganization  plan, 
but  on  the  assumption  agreement  as  approved  by  the 
bankruptcy  court's  revesting  order. 

Even  if  it  v*'ere  assumed,  argueMclo,  that  defendant 
assumed  only  the  "current  liabilities  and  obligations"  of 
the  trustees,  the  present  claim  would  still  bp  covered.    For 


appellees  themselves  contend  that  the  claim  constituted 
m  "expense  of  administration"  (DB  68) ;  and  "if  it  is  an 
expense  of  administration,  it  fits  within  the  category  of 
the  current  liabilities  of  the  receivers  referred  to  as 
payable  [by  the  reorganized  debtor]  in  the  plan  of  reor- 
ganization", In  re  Pressed  Steel  Car  Co.  of  New  Jersey, 
100  F.  2d  147,  150  (C.  C.  A.  3,  1938),  cert.  den.  30G  U.  S. 
■548.* 

Plaintiff's  claim  for  the  1943  tax  savings  Avas  therefore 
•Icarly  covered  by  defendant's  assumption  agreement  of 
December  14,  1944. 


'? 


C.      Plaintiff   was,   by   express   statute,    relieved   from   any    re- 
quirement to  present  its  claim  to  the  bankruptcy  court. 

Appellees'  contention  that  the  bankruptcy  court  was  the 
oxclusive  forum  to  determine  plaintiff's  claim  to  the  1943 
tax  savings  ** — because  the  claim  was  an  expense  of  admin- 
istration— is  contrary  to  ^66  of  the  (old)  Judicial  Code, 
-N  r.  S.  C.  §125  (old),***  which  provides: 

"Every  receivei-  or  manager  of  any  property  appointed 
by  any  court  of  the  United  States  may  be  sued  in 
respect  of  any  act  or  transaction  of  his  in  carrying  on 
the  business  connected  with  such  property,  without 
the  previous  leave  of  the  court  in  which  such  receiver 
or  manager  was  appointed;  but  such  suit  shall  be 
subject  to  the  general  equity  jurisdiction  of  the  court 


*  The  term  "current  liabilities"  has  different  meanings,  depending 
on  the  context  in  which  it  is  used,  as  appears  from  the  different 
idefinitions  cited  by  appe-llees  (DB  78,  fn.  54).  None  of  appellees' 
[authorities  dealt  with  the  term  "current  liabilities"  as  used  in  the 
lassumption  clause  of  a  reorganization  plan ;  whereas  the  Pressed 
\Steel  Car  case,  supra,  deals  with  that  very  problem. 

**  Plaintiff's  other  claims  arose  in  1945.  after  defendant  had 
I  emerged  from  reorganization,  and  are  therefore  not  expenses  of 
administration. 

'  *=•==■=  The  statute  was  enacted  by  §  3  of  the  Act  of  March  3,  1887 
:(24  Stat.  554),  amended  in  1888  (25  Stat.  436)  and  1911  (36 
{Stat.  1104).  Since  September  1,  1948,  the  section  has  been  replaced 
jby  §  959  of  the  (new)  Judicial  Code,  28  U.  S.  C.  §  959  (new). 
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in  which  such  manager  or  receiver  was  appointed  so 
far  as  the  same  may  be  necessary  to  the  ends  of  jus- 
tice." 

This  statute  applies  to  the  reorganization  trustees  of 
a  railroad  appointed  under  §  77  of  the  Bankruptcy  Act ; 
Thompson  v.  Texas  Mexican  R.  Co.,  328  U.  S.  134,  138 
(1946) ;  Jacohowitz  v.  Thomson,  141  F.  2d  72,  75  (C.  C.  A. 
2,  1944);  Ziegler  v.  Pitney,  139  F.  2d  595,  596  (C.  C.  A. 
2,  1943). 

We  shall  demonstrate  that  the  statute  would  have  au- 
thorized plaintiff  to  sue  defendant's  reorganization  trustees 
without  resort  to  the  bankruptcy  court,  regardless  of 
whether  the  claim  was  an  "expense  of  administration";  that 
defendant,  having  assumed  the  obligations  of  the  trustees, 
is  equally  amenable  to  suit ;  and  that,  under  the  statute,  tlie 
injunctive  orders  of  the  bankruptcy  court,  invoked  by  ap- 
pellees (DB  79-82),  are  no  obstacle  to  this  action. 

1.  The  statute  would  have  aiithorized  plaintiff  to  sue 
the  reorganization  trustees  without  resort  to  the  Jmnk- 
ruptcy  court. 

"This  act  [i.e..  Judicial  Code,  §  QQI  abrogated  the 
rule  that  a  receiver  could  not  be  sued  without  leave 
of  the  court  appointing  him,  and  gave  the  citizen  the 
unconditional  right  to  bring  liis  action  in  the  local 
courts  *  *  *.  He  ceased  to  be  compelled  to  litigate 
*  *  *  in  any  other  forum  *  *  *  than  he  would  be  entitled 
to  if  the  property  or  business  were  not  being  admin- 
istered by  the  Federal  court." 

GaUeman  v.  Peoria,  D.  S  E.  R.  Co.,  179  U.  S.  335, 
338   (1900). 

"Necessarily,  such  suit  may  be  brought  in  any  court 
of  competent  jurisdiction  and  proceed  to  judgment 
accordingly." 

Texas  S  P.  R.  Co.  v.  Johnson,  151  U.  S.  81,  101 
(1894). 


The  qualifying  clause  of  the  statute — that  the  suit  shall 
be  snlvject  to  the  general  e([uity  jurisdiction  of  the  ap- 
pointing court — does  not  restrict  the  plaintiff's  right  to 
sue  the  trustees  or  receiver  outside  the  bankruptcy  court ; 
for  "the  right  to  sue  without  resorting  to  the  appointing 
court  *  *  *  cannot  be  assumed  to  have  been  rendered  prac- 
tically valueless  by  this  further  provision  in  the  same 
section  of  the  statute  which  granted  it";  Johnson  case, 
supra,  151  U.  S.,  at  103.  The  qualifying  clause  of  th(^ 
statute  relates  only  to  ''the  mode  of  enforcing  such  claim 
Avhen  judicially  determined  and  liquidated";  American 
Brake  Shoe  S  F.  Co.  v.  Pere  Marquette  R.  Co.,  263  Fed. 
'•237,  240  (D.  C,  E.  D.  Mich.,  1920),  citing  authorities; 
\Keirnison  v.  Philadelphia  S  R.  C.  S  I.  Co.,  38  F.  Supp. 
bso,  983  (D.  C,  Minn.,  1940);  see  Willcox  v.  Jones,  177 
fed.  870,  874-5  (C.  C.  A.  4,  1910). 

Nearly  all  claims  which  fall  under  '§-06  constitute 
'expenses  of  administration";  certainly  "tort  claims  aris- 
ing by  virtue  of  the  Inisiness  operations  of  the  debtor" 
Rome  within  that  classification,  G  Collier  on  Banhr)tptcy 
(14th  Ed.,  1947),  §  lO.OG,  pj).  3462-3.  Nevertheless  their 
lassertion  outside  the  bankruptcy  court  is  a  matter  of  indis- 
putable statutory  right,  established  by  the  authorities  cited 
land  many  others. 

In  the  present  case  the  trustees  operated  defendant's 
I'ailroad  pi'operties  pursuant  to  an  order  of  the  bank- 
ruptcy court  (Def.  Exs.  20,  22,  E.  1908,  1923).  Their  lia- 
bility arose  from  a  transaction  of  theirs  in  carrying  on  this 
[business,  since  their  or  their  agents'  act  *  in  causing  plain- 
jriff  to  file  consolidated  returns  and  in  joining  thei-ein  was 
an  incident  of  that  business.  It  follows  that  ])laintiff  could 
have  sued  the  trustees  "in  any  court  of  competent  juris- 
diction", without  leave  from,  or  r<>soi't  to,  the  bankruptcy 
pourt. 


'  *  The  statutory  language,  permitting  suit  against  the  receiver  "in 
|respect  of  any  act  or  transaction  of  his",  includes  the  acts  and 
transactions  of  his  agents;  McNulta  v.  Lochridge.  141  U.  S.  327, 
,331  (1891). 
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2.  Defendant,  having  assumed  the  obligation  of  the 
trustees,  is  equally  amenable  to  suit.  A  plaintiff  who  is 
authorized,  by  statute,  to  sue  a  court-appointed  trustee 
in  a  forum  other  than  the  bankruptcy  court  appointing 
him,  must  a  fortiori  have  the  same  freedom  when  suing 
a  private  corporation  which  has  assumed  the  obligations 
of  the  trustee.  It  is  unthinkable  that  a  bankruptcy  court,' 
which  is  unable  to  shield  its  own  officers  from  suits  in 
another  forum  under  '§  66,  should  have  power  to  prevent 
like  suits  against  the  debtor  which  has  emerged  from 
reorganization  and  assumed  the  liabilities  of  the  trustees. 
It  is  equally  unthinkable  that  the  bankruptcy  court's  juris- 
diction, which  was  non-exclusive  during  the  reorganization, 
should  become  exclusive  when  the  reorganization  ends. 

The  courts  unanimously  agree  with  our  position :  ^ 

Chicago  G.  W.  R.  Co.  v.  Hulhert,  205  Fed.  248,  250-1 

(C.  C.  A.  8,  1913); 
American  Brake  Shoe  S  F.  Co.  v.  Pere  Marquette  R. 

Co.,  263  Fed.  237,  240  (D.  C,  E.  D.  Mich.,  1920) ; 
Gray  v.  Grand  Trunk  W.  R.  Co.,  156  Fed.  736  (C.  C. 

A.  7,  1907) ; 
Hanlon  v.  Smith,  175  Fed.  192  (C.  C,  N.  D.  Iowa, 

1909) ; 
Lassiter  v.  Norfolk  S.  R.  Co.,  163  N.  C.  19,  21-22, 

79  S.  E.  264  (1913); 
Denver  d  R.  G.  R.  Co.  v.  Gunning,  33  Colo.  280,  292-3, 

80Pac.  727  (1905); 
Hawkins  v.  St.  Louis  S  S.  F.  R.  Co.,  202  S.  W.  1060, 

1063-4  (Mo.  App.,  1918,  not  otherwise  reported); 
Bre7ner  v.  Chicago  S  E.  I.  R.  Co.,  247  111.  App.  406, 

413  (1927,  not  otherwise  reported) ; 
Vandalia  R.  Co.  v.  Keys,  46  Ind.  App.  353,  366-7, 

97  N.  E.  173  (1910); 
Kansas  City,  M.  d  0.  R.  Co.  v.  Latham,  182  S.  W. 

717,  720  (Tex.  Civ.  App.,  1915,  not  otherwise  re- 
ported). 
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In  each  of  these  cases  the  receiver  or  trustee  of  a  rail- 
road had,  in  the  conduct  of  the  railroad's  business,  incurred 
liability  to  the  plaintiff;  upon  consummation  of  the  re- 
ceivership (mostly  by  foreclosure  sale),  the  reorganized 
railroad  assumed  the  liabilities  of  the  receiver;  the  plaintiff 
sued  the  reorganized  railroad  without  leave  from  the  bank- 
ruptcy court  and  without  having  his  claim  approved  by 
the  bankruptcy  court.  In  each  case  the  action  was  sus- 
tained. 

"  *  *  *  the  terms  of  the  statute  just  quoted  [i.e.,  Judicial 
Code,  §  66]  are  now  as  fairly  applicable  to  said  peti- 
tioner [i.e.,  the  reorganized  railroad]  as  they  would 
have  been  to  the  receivers  whom  they  have  succeeded, 
if  the  latter  had  not  been  discharged  and,  they,  instead 
of  petitioner,  had  been  sued  in  respect  of  the  alleged 
negligence  of  their  servants  in  the  suit  which  is  the 
subject  of  this  controversy.  This  suit  Avas  properly 
brought  in  the  State  court,  and  the  latter  has  full  juris- 
diction to  determine  all  of  the  issues  involved  therein 
without  interference  by  this  court  [i.e.,  the  bankruptcy 
court].  Texas  &  Pacific  Railway  Co.  v.  Johnson,  151 
U.  S.  81;  [citing  numerous  additional  authorities]." 
American  Brake  SJwe  case,  supra,  263  Fed.,  at  240. 

"Inasmuch  as  an  action  can  be  brought  in  the  State 
court  against  the  receivers  in  the  Federal  court,  with- 
out obtaining  permission  of  that  court  (U.  S.  Com- 
piled Statutes,  721(3),  Act  3  March  1887,  cli.  373,  sec. 
3),  a  fortiori  an  action  can  be  brought  in  the  State 
court  against  the  purchaser,  after  confirmation  of  the 
sale  and  deliver^'^  of  the  property  to  such  purchaser, 
without  permission  of  the  Federal  court." 

Lassiter  case,  supra,  163  N.  C,  at  21-22. 

These  cases  are  on  all  fours  with  that  at  l)ar.  Plaintiff 
nay  therefore  maintain  this  action  against  defendant  with- 
mt  previous  approval  of  its  claim  l)y  the  bankruptcy  court. 

3.  The  injunctive  orders  of  the  bankruptcy  court  are  no 
obstacle  to  this  action.    Appellees  (DB  79-82)  invoke  cer- 
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tain  clauses  of  the  bankruptcy  court's  revesting  order  of 
November  27,  1944  (R.  51-52^  59-60,  62)  and  of  its  final 
order  of  March  28,  1946  (R.  2017-8)  on  the  theory  thati 
they  bar  this  action.    But  they  do  nothing  of  the  kind. 

In  the  first  place,  the  bankruptcy  court  had  no  power  tO: 
enjoin  or  bar  the  bringing  of  suits  authorized  by  Judicial^ 
Code,  §  66.  "It  is  entirely  clear  from  the  Gableman  case- 
[supra,  179  U.  S.  335],  and  many  other  decisions  in  the  Cir-i 
cuit  Courts  of  Appeals  and  Circuit  Courts,  that  no  powen 
exists  in  this  court  to  restrain  or  stay  receiver  suits  in  the 
state  courts";  Smith  v.  Jones  L.  &  M.Co.,  200  Fed.  647,  650 
(D.  C,  W.  D.  Wis.,  1912).  In  the  Lassiter  case,  supra 
(163  N.  C.  19),  the  receivership  court  had  reserved  "exclu- 
sive jurisdiction  of  this  case  *  *  *  for  the  purpose  of  en- 
forcing all  the  oliligations  and  rights  assumed  by  said 
grantee".  Nevertheless,  an  action  brought  in  the  state 
court  against  the  grantee  railroad,  based  on  the  liability  of 
the  receiver,  was  sustained: 

"We  do  not  understand  that  the  right  which  the  plain- 
tiff has  under  the  Federal  and  State  statutes  to  bring 
this  action  in  the  State  Court  can  be  impaired  by  this 
decree  of  the  Federal  court,  nor  do  we  think  that  such 
decree  was  intended  to  have  such  etfect." 

All  of  the  cases  cited,  supra,  p.  34,  involved  injunctive 
provisions  similar  to,  or  even  stronger  than  those  at  bar. 
Nevertheless,  the  actions  were  permitted  to  go  to  judg- 
ment. 

However,  the  injunctive  orders  in  the  present  case,  even 
if  they  were  considered  Avholly  apart  from  §  66,  would  not 
bar  the  present  suit.  Thus  the  revesting  order  provided 
that  defendant's  assets  were  to  be  "free  and  clear"  of  the 
rights  of  any  persons,  "except  as  is  otherwise  provided  in 
this  order"  (R.  51-52);  and  it  was  otherwise  provided  by 
that  part  of  the  order  directing  defendant  to  execute  the  as- 
sumption agreement. 

The  revesting  order  also  contained  the  customary  blanket 
injunction  restraining  all  persons  from  "disturbing"  de- 
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r'endant's  assets  or  properties  "by  reason  of  or  growing 
|)ut  of  any  obligation  or  obligations  heretofore  incurred 
|)y  the  debtor  or  the  debtor's  Trustees  herein"  (R.  59-60). 
Obviously  this  sweeping  language  was  not  intended  to 
lullify  the  assumption  agreement  which  had  been  author- 
zed  by  another  clause  of  the  same  order ;  hence  the  in junc- 
don  must  be  construed  as  qualified  by  the  assumption  agree- 
'nent.  A  similar  restrictive  interpretation  of  a  blanket 
injunction  is  found  in  Kennison  v,  Philadelphia  S  R.  C.  S 
f  Co.,  supra,  38  F.  Supp.,  at  982-3. 

Nor  can  appellees  derive  comfort  from  the  blanket  in- 
junction of  the  final  order  of  March  28,  1946,  which  was 
iualified  by  the  phrase,  "except  as  s])ecifically  provided  for 
)r  permitted  by  prior  order  of  this  Court"  (R.  2017-8). 
3uch  "prior  order"  was  the  revesting  order  which  had 
anctioned   defendant's   assumption   agreement. 

We  submit,  therefore,  that  the  bankruptcy  court  did  not 
lave  the  j^ower  and  did  not  purport  to  enjoin  or  bar  the 
Drosecution  of  this  action. 

4.  Appellee's  authorities  are  not  in  point.  Appellees' 
principal  reliance  (DB  74)  is  on  McColgan  v.  Maier  Brew- 
ing Co.,  134  F.  2d  385  (C.  C.  A.  9,  1943),  cert.  den.  320  U.  S. 
J^7,  which  held  that  state  franchise  taxes,  accrued  against 
1  corporation's  bankruptcy  receiver  but  not  jjresented  to 
the  bankruptcy  court,  were  discharged  by  the  a]:)proval  of 
(i  plan  of  composition;  the  corporation,  having  emerged 
From  the  receivership,  was  held  not  to  be  bound  to  pay 
these  taxes.  The  simple  reason  is  that  the  corporation, 
otherwise  than  the  pi-esent  defendant,  did  not  assume  the 
labilities  of  the  receiver: 


"Upon  confirmation  of  the  plan  for  composing  of 
the  debts  of  the  Maier  Brew^ing  Company,  the  receiver 
was  discharged  and  the  pro])erty  nnconditionally 
turned  back  to  the  corporation.  Does  the  property  so 
returned  remain  liable  for  debts  incurred  by  the  re- 
ceiver in  the  course  of  administration?  We  under- 
stand not,  unless  the  court  has  so  directed.'' 

(134  F.  2d,  at  387;  italics  added) 


Here  the  court  has  "so  directed"  by  ordering  defendant 
to  execute  the  assumption  agreement.  An  additional  dis- 
tinction of  the  McColgan  case  is  that  the  receiver's  fran-j 
chise  tax  liability  did  not  arise  from  an  "act  or  transac- 
tion of  his"  within  Judicial  Code,  §  66 ;  that  statute,  of 
such  importance  here,  is  therefore  not  even  mentioned  in 
the  McColgan  opinion. 

Like  reasons  distinguish  this  case  from  Duryee  v.  Erie 
R.  Co.,  175  F.  2d  58  (C.  A.  6,  1949),  cert.  den.  338  U.  S. 
861,  and  from  In  re  Colorado  S  S.  R.  Co.,  84  F.  Supp.  134 
(D.  C.  Colo.,  1949),  cert.  den.  338  U.  S.  847.  Indeed,  the 
liabilities  there  asserted  were  not  those  of  a  receiver  or 
trustee,  but  had  arisen  prior  to  reorganization  (175  F.  2d, 
at  59)  and  were  therefore  provable  claims  (84  F.  Supp., 
at  145),  not  within  the  purview  of  §  &Q.  And  in  neither  of 
the  two  cases  did  the  reorganized  debtor  execute  an  as- 
sumption agreement. 

Appellees  preface  their  arguments  with  certain  generali- 
zations of  doubtful  accuracy.  They  assert  that  "the  re- 
organization court  must  consider  and  pass  upon  all  possible 
claims  which  might  be  asserted  against  the  reorganized 
company"  (DB  69).  This  is  true  of  provable  claims;  it  is 
not  true  of  trustees'  liabilities  under  §  QQ.  Appellees  also 
proclaim  that  "the  reorganization  must  put  an  end  to  all 
outstanding  claims"  (DB  70).  This  is  simply  not  so  where, 
as  here,  outstanding  claims  are  provided  for  by  what  ap- 
loellees  themselves  (DB  76)  describe  as  the  "conventional" 
device  of  an  assumption  agreement. 

It  is  therefore  submitted  that  the  defense  of  bankruptcy 
bar  is  without  merit  and  should  be  rejected. 
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POINT  IV 

The  defenses  of  res  judicata  and  Statute  of  Limita- 
dons  are  without  merit. 

These  defenses,  set  forth  in  ti  footnote  of  appellees'  brief 
[p.  82),  are  on  their  face  untenable, 

1.  The  defense  of  res  judicata  is  based  on  appellees' 
tatement  that  "a  litipjant  who  asserts  claims  against  an 
jstate  in  the  hands  of  the  court  must  in  the  first  proceeding 
issert  all  of  his  claims  or  be  forever  foreclosed"  (DB  82). 
jlowever,  res  judicata  applies  only  where  the  cause  of 
iction  in  the  second  suit  is  the  same  as  in  the  first;  Re- 
itatement,  Judgments  (1942),  §§47,  48.  Such  identity 
jixisted  in  the  cases  cited  by  appellees,  as  is  shown  by  the 
^itatement  that  "The  parties,  the  subject-matter  and  the 
elief  sought,  all  were  the  same" ;  U.  S.  v.  California  d  0. 
'j.  Co.,  192  U.  S.  355,  358  (1904).  The  present  plaintiff's 
iemand  that  its  stock  interest  be  recognized  in  defendant's 
eorganization  was  certainly  not  the  same  as  its  claim  in 
ihe  case  at  bar  to  a  share  in  defendant's  tax  savings. 

I  2.  Tlie  Statute  of  Limitations  is  said  to  bar  plaintiff's 
';laim  to  the  1943  tax  savings,  because  the  1943  returns 
vere  filed  on  July  15,  1944,  more  than  two  years  before 

he   commencement   of   this   action    on    October    10,    1946 

j 

[Calif.  Code  Civ.  Pro.c,  §  339(1)).  However,  the  cause  of 
iction  wiiich  accrued  on  July  15,  1944  was  directed  against 
;he  trustees.  Defendant's  liability  rests  on  its  assumption 
igreement  of  December  14,  1944.  On  that  date — less  than 
iwo  years  before  the  commencement  of  this  action — a  new 
statutory  period  began  to  run  with  respect  to  plaintiff's 
•ause  of  action  against  defendant.  Bogart  v.  George  K. 
Porter  Co.,  193  Cal.  197,  202,  223  Pac.  959  (1924) ;  Ander- 
son V.  Calaveras  Central  Mining  Corp.,  13  Cal.  App.  2d 
j538,  345,  57  Pac.  2d  560  (1936);  Daniels  v.  Johnsov,  129 
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Cal.  415,  61  Pae.  1107  (1900).  Since  the  assumption  agree- 
ment was  a  written  contract  within  the  purview  of  Calif. 
Code  Civ.  Proc,  "§337(1),  the  statutory  period  for  plain- 
tiff's claim,  based  on  that  agreement,  was  four  years,  and 
had  clearly  not  expired  when  this  action  was  commenced. 

Respectfully  submitted, 

Rogers  &  Clark, 

POMERANTZ  LeVY  SchREIBER  &  HaUDEK, 

David  Friedenrich, 

Attorneys  for  Plaintiffs-Intervenors- 
Appellants. 

William  E.  Haudek, 
Julius  Levy, 
Webster  V.  Clark, 

of  Counsel. 
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No.  12,506 

IN  THE 

United  States 
Court  of  Appeals 

For  the  Ninth  Circuit 


Western   Pacific   Railroad   Corporation   and 
Alexis  I.  duP.  Bayard,  Receiver, 

Appellants, 
vs. 

Western  Pacific  Railroad  Company,  Sacra- 
.  MENTO  Northern  Railway,  Tidewater  South- 
ern Railway,  Deep  Creek  Railroad  Com- 
pany, The  Western  Realty  Company,  The 
Standard  Realty  and  Development  Com- 
pany and  Delta  Finance  Co.,  Ltd., 

Appellees. 


Petition  for  Leave  to  File  a  Motion  to  Vacate  Order 

Striking  Appellant's  Petition  for  Rehearing 

En  Banc  and  Reinstating  Such  Petition 


To  the  Honorable  William  Demnan,  Chief  Judge,  and  to  the 
Judges  of  the  United  States  Court  of  Appeals  for  the  Ninth 
Circuit: 

The  petition  of  appellants  Western  Pacific  Railroad  Corpora- 
tion and  Alexis  I.  duP.  Bayard,  Receiver,  respectfully  shows: 

On  January  30,  19.52,  this  Court  (Healy,  Circuit  Judge,  Fee 
and  Byrne,  District  Judges)  entered  an  order  striking  the  appel- 
lants' petition  for  rehearing  en  banc  as  being  without  authority  in 
law  or  in  the  rules  or  practice  of  the  court.  A  copy  is  attached  as 
Appendix  I. 

On  February  18,  1952,  Judge  Fee  filed  a  dissenting  opinion  and 
suggested  a  rehearing  en  banc  of  all  the  Circuit  Judges.  A  copy 
is  attached  as  Appendix  II. 


Note:  Emphasis  is  supplied  unless  otherwise  noted. 
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This  petition  asks  leave  to  file  a  motion  to  vacate  the  above 
order  and  to  reinstate  the  petition  for  consideration  and  action 
by  the  court.  A  copy  of  the  motion  is  attached  hereto  as  Appendix     j 
III.  I 

SUMMARY 

In  striking  appellant's  petition  for  rehearing  en  banc,  two  judges 
foreclosed  consideration  thereof  by  the  members  of  the  court.™ 

This  is  a  direct  holding  that  no  litigant  is  entitled  to  petition 
for  a  rehearing  en  banc,  and  that  such  a  petition  is  to  receive  no 
consideration  whatever. 

It  is  submitted  that  this  action  is  without  support  in  law,  and 
that  a  litigant  is  entitled  under  the  law  to  ( 1 )  file  such  a  petition, 
and  (2)  have  it  considered  and  acted  upon  by  the  court. 

AUTHORITIES 

Section  46(c)  of  the  Judicial  Code,  enacted  in  1948,  provides: 
"(c)  Cases  and  controversies  shall  be  heard  and  deter- 
mined by  a  court  or  division  of  not  more  than  three  judges, 
unless  a  hearing  or  rehearing  before  the  court  en  banc  is 
ordered  by  a  majority  of  the  circuit  judges  of  the  circuit  who 
are  in  active  service.  A  court  en  banc  shall  consist  of  all 
active  circuit  judges  of  the  circuit." 

According  to  the  reviser's  note,  this  section  "preserves  the 
interpretation  established  by  the  Textile  Mills  case",  i.e..  Textile 
Mills  V.  Commissioner,  314  U.S.  326. 

In  United  States  ex  rel.  Robinson  v.  Johnston,  316  U.S.  649 
(1941),  the  Supreme  Court  granted  certiorari  to  this  Court,  and 
at  the  same  time  vacated  this  Court's  judgment  and  remanded 
this  case 

"for  further  proceedings,  including  leave  to  petitioner  to 
apply  for  a  hearing  before  the  court  en  banc." 

citing  the  Textile  Mills  case. 

This  is  a  direct  recognition  of  the  right  of  a  litigant  to  apply 
for  a  rehearing  en  banc. 
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We  have  been  unable  to  find  any  authority  for  the  proposition 
that  a  litigant  may  not  apply  for  a  hearing  en  banc,  or  that  a 
court  may  strike  a  petition  therefor,  save  Kronberg  v.  Hale,  181 
F.2d  767,  decided  by  this  Court  and  cited  here  as  authority  for  the 
action  taken.  Although  certiorari  was  applied  for  and  denied  in 
that  case,  an  examination  of  the  moving  papers  discloses  that 
this  point  was  not  raised. 

ARGUMENT 

This  Court  consists  of  all  of  the  judges  thereof  {Textile  Mills 
V.  Commissioner,  314  U.S.  326),  and  it  may  sit  en  banc.  Section 
46(c)  of  the  Judicial  Code  provides  in  terms  that  it  may  rehear 
cases  en  banc  if  "ordered  by  a  majority  of  the  circuit  judges  who 
are  in  active  service." 

If  hearings  en  banc  can  only  be  had  when  ordered  by  a 
majority  of  the  circuit  judges  who  are  in  active  service,  it  follows 
that  a  litigant  is  entitled  to  have  the  matter  presented  to  such 
judges  for  consideration  and  action,  and  that  a  petition  therefor 
cannot  be  stricken  nor  can  it  be  denied  by  a  panel  consisting  of 
one  circuit  judge  and  two  district  judges. 

In  Independence  Lead  Mines  Co.  v.  Kingsbury,  175  F.2d  983 

(1949),  where  a  petition  for  rehearing  en  banc  was  denied  by 

this  Court,  Chief  Judge  Denman,  dissenting,  stated   (p.  992): 

"The  attempt  of  two  judges  in  a  panel  of  three  judges  to 

deny  a  petition  for  rehearing  en  banc  violates  the  law  as 

established  in  United  States  ex  rel  Robinson  v.  Johnston,  316 

U.S.  649,  650,  62  S.Ct.  1301,  86  L.Ed.   1732,  and  Textile 

Mills  Securities  Corp.  v.  Commissioner,  314  U.S.  326,  333 

et  seq.,  62  S.Ct.  272,  86  L.Ed.  249. 

H:  4:  *  ^  H:  4:  4: 

"In  view  of  the  Supreme  Court  decisions  cited  above,  it  is 
too  obvious  to  need  argument  that  two  judges  cannot  thus 
assume  to  act  on  a  petition  addressed  to  seven  judges." 

The  Independence  case  was  followed  by  a  note  on  the  subject 
in  63  Harvard  Law  Review  1449.  Speaking  of  that  case,  it  is 
there  said  (1451): 
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"Indeed,  since  the  three  judges  here  could  not  under  §  46 
have  ordered  a  rehearing,  their  action  in  considering  the 
petition  seems  singular." 

In  the  same  note,  the  following  appears  (1450)  : 

"Although  it  is  perhaps  impossible  to  have  fixed  and 
detailed  criteria  for  the  selection  of  the  cases  to  be  heard 
en  banc,  fuller  development  of  the  rules  governing  the  pro- 
cedure by  which  the  hearings  are  granted  or  denied  seems 
both  necessary  and  practicable.  *  *  *  perhaps  formal  petition 
of  counsel,  as  in  the  instant  case,  is  the  moit  suitable  method 
for  initiating  a  hearing  en  banc  in  a  particular  c.ise.  See 
Hearings  before  Subcommittee  on  Judiciary  on  S.  1053,  77th 
Cong.,  1st  Sess.  16,  40  (1941).  *  *  *  Section  46(c)  merely 
provides  that  the  court  may  sit  en  banc  if  a  majority  vote  to 
do  so  *  *  *  (only  four  out  of  nine  justices  enough,  generally, 
to  grant  certiorari)  *  *  *  The  petition  should,  it  seems,  be 
entitled  to  such  consideration  that  denial  of  the  petition  re- 
sults only  when  a  majority  of  the  individual  judges  are 
unwilling  to  grant  it." 

PROCEDURE  OF  STRIKING  PETITIONS 

The  procedure  of  two  judges  denying  a  petition  addressed  to 
the  whole  court  seems  not  to  have  been  repeated  in  this  Court 
after  the  Independence  Lead  Mines  case.  Instead,  in  Kronberg  v. 
Hale.  181  F.2d  767  (Feb.  1950),  this  Court  (per  curiam,  before 
Judges  Healy,  Orr  and  McAllister)  maugurated  the  procedure  of 
striking  a  petition  for  rehearing  en  banc  "as  being  without 
authority  in  law  or  in  the  rules  or  practice  of  the  court". 

Twice  in  May  of  the  same  year  an  identical  order  was  made 
on  the  authority  of  the  Kronberg  case  by  a  panel  consisting  of 
Circuit  Judge  Bone  and  District  Judges  Goodman  and  Mathes. 
Freuhauf  Trailer  Co.  v.  Myers.  181  F.2d  1008,  and  Northwestern 
Mutual  Life  Insurance  Co.  of  Milwaukee  r.  Gilbert.  182  F.2d  256. 

The  order  in  the  instant  cause,  striking  the  petition  for  rehear- 
ing en  banc,  cites  Kronberg  v.  Hale  as  authority.  The  order  was 
that  of  but  two  judges,  one  circuit  judge  and  one  district  judge. 
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We  respectfully  submit  that  the  practice  inaugurated  in  Kron- 
herg  V.  Hale  and  followed  in  this  case,  i.e.,  striking  the  peti- 
tion for  rehearing  en  banc  by  the  order  of  a  majority  of  the 
court  which  heard  the  case,  is  not  supported  in  law,  or  the  rules 
of  this  Court  and  that  it  is  not  justified  under  the  statute  author- 
izing and  recognizing  rehearings  en  banc. 

The  statement  that  a  petition  for  rehearing  en  banc  is  "without 
authority  in  law"  is  contrary  to  what  the  Supreme  Court  said  and 
did  in  the  Robinson  case,  supra.  In  remanding  a  cause  to  this 
Court  so  that  a  petition  for  rehearing  might  be  filed  and  enter- 
tained, the  Supreme  Court  necessarily  construed  the  statutes  as 
giving  a  litigant  "authority  in  law"  to  file  a  petition  for  rehearing. 

The  statute  (Title  28  U.S.C.  Sec.  '^<o{c))  provides  for  a  rehear- 
ing en  banc.  Surely  there  must  be  a  procedure  whereby  a  litigant 
may  request  a  court  to  take  the  action  the  law  authorizes  the  court 
to  take.  Otherwise,  two  judges  may  prevent  the  other  five  from 
even  being  cognizant  of  the  request  for  relief  which  the  statute 
empowers  the  five  to  grant.  And  where  two  district  judges  are 
on  the  panel,  two  district  judges  could  thereby  prevent  7  circuit 
judges  from  granting  a  rehearing  en  banc,  although  only  the  cir- 
cuit judges  are  qualified  to  pass  on  the  question  under  Title  28 
U.S.C,  Section  46(c).  Commercial  National  Bank  in  Shreveport 
V.  Connolly,  111  F.2d  514  (1949),  and  United  States  v.  Sentinel 
Fire  Ins.  Co.,  178  F.2d  217,  239  (1949) .' 

If  it  is  error  for  2  judges  to  deny  a  petition  addressed  to  7,  it 
must  be  error  for  2  to  interpose  an  iron  curtain  between  the  liti- 
gant and  the  remainder  of  the  court  by  striking  out  the  petition. 

As  for  lack  of  authority  "in  the  rules  of  the  court"  for  petitions 
for  rehearings  en  banc,  we  submit  that  it  is  incumbent  upon  the 
court  to  provide  a  procedure  whereby  the  authority  granted  by 
Title  28  U.S.C.  Sec.  A6{c)  may  be  invoked.  In  the  absence  of  an 
express  provision  in  the  rules,  it  would  seem  clear  that  a  motion 


^In  each  of  these  cases  there  was  a  disagreement  whether  a  retired 
circuit  judge  was  entitled  to  vote.  There  was  no  disagreement  to  the 
proposition  that  a  petition  for  rehearing  en  banc  could  be  acted  on  only 
by  circuit  judges. 
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or  a  petition  addressed  to  the  court  is  a  proper  and  appropriate 
procedure  to  set  the  machinery  in  motion.    It  is  significant  that 
there  is  no  provision  in  the  rules  that  such  a  motion  or  petition 
will  not  be  received  or  entertained,  or  delegating  authority  to  a  , 
panel  to  deny  it  or  strike  it  out.  I 

An  application  to  a  court  for  an  order  is  by  motion.  R.C.P. 
Sec.  7(b)  (1).  It  must  follow  that  where  a  court  is  empowered 
to  make  an  order,  the  litigant  must  have  the  right  to  apply  for  it, 
i.e.,  the  right  to  file  a  motion  or  petition.  The  doors  of  courts 
must  always  be  open  to  litigants  to  apply  for  orders  which  the 
court  is  competent  to  grant. 

LEGISLATIVE  HISTORY  OF  TITLE  28  U.S.C..  SEC.  46(c) 

Title  28  U.S.C.  Sec.  46(c)  was  occasioned  by  a  conflict  between 
this  circuit  and  the  third.  In  Lang's  Estate  v.  Commissioner,  97 
F.2d  867  (1938),  this  Court  held  that  there  was  no  basis  in  law 
for  hearings  or  rehearings  en  banc.  The  third  circuit  held  to  the 
contrary  in  Commissioner  v.  Textile  Mills  Corporation,  111  F. 
2d  62  (1940) .  On  certiorari  in  the  Textile  Mills  case,  the  Supreme 
Court  upheld  the  third  circuit. 

It  was  then  felt  that  the  procedure  approved  by  the  Supreme 
Court  should  find  more  explicit  expression  in  the  statute,  and  S. 
1053  was  introduced  in  the  77th  Congress  to  amend  Section  212 
of  old  Title  28  U.S.C.  This  bill  was  not  then  enacted,  but  it  was 
adopted  in  substance  when  the  Judicial  Code  was  revised  in  1948, 
becoming  Section  46(c). 

On  August  16,  1948  Mr.  Henry  P.  Chandler,  Director  of  the 
Administrative  Office  of  the  United  States  Courts,  transmitted  to 
the  Courts  of  Appeal  the  Final  Report  of  the  Committee  on  Codi- 
fication and  Revision  of  the  Judicial  Code  (Judge  Maris,  Third 
Circuit,  Chairman).  This  report  states  the  contents  of  Section 
46(c)  and  adds: 

"These  new  provisions  will  call  for  changes  in  the  rules  of  _ 
each  of  the  Circuit  Courts  of  Appeal." 
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It  appears,  however,  that  the  rules  of  this  Court  were  not 
changed  as  a  consequence  of  the  new  Judicial  Code,  except  as  to 
the  name  of  the  court  and  the  title  of  the  Chief  Judge. 

In  the  hearings  before  the  Subcommittee  on  Judiciary  on  S. 
1053,  77th  Congress,  1st  Session,  the  following  occurred: 

"Senator  Danaher:    *  *  *  Qn  whose  motion  would  the 
court  assemble  en  banc? 
******* 

"Senator  Danaher:     Who  is  going  to  make  a  motion  that 

the  whole  court  sit  on  this  case?  The  counsel  in  the  case? 
******* 

"Mr.  Chandler:  The  counsel  can  make  a  suggestion  of 
course."  (p.  16) 

Again : 

"Senator  Danaher:  Judge  Groner,  do  you  gentlemen  of 
the  bench  have  any  thought  to  give  us  as  to  how  we  are 
going  to  let  a  majority  of  the  circuit  judges  decide  *  *  * 
when  they  are  going  to  convene  the  court  en  banc  ? 

"Judge  Groner:  Well,  I  never  thought  of  that.  My  own 
thought  in  the  administration  of  my  own  court  would  be 
that  it  would  not  be  done  unless  counsel  requested  it,  or 
unless  the  court  of  its  own  motion  *  *  *  deemed  it  advisable 
*  *  *'•  (p.  40) 

HEARING  EN  BANC  PARTICULARLY 
APPROPRIATE  IN  THIS  CASE 

The  present  case  involves  unique  and  important  questions  of 
bankruptcy  and  taxes.  The  decision  conflicts  with  the  decisions 
of  two  other  circuits,  the  Second  and  the  Fifth,  George  A.  Fuller 
Co.  V.  Commissioner,  92  F.2d  72,  and  the  Shreveport  Bank  cases. 
Commercial  National  Bank  in  Shreveport  v.  Parson,  144  F.2d  231 ; 
Commercial  National  Bank  in  Shreveport  v.  Connolly,  176  F.2d 
1004;  Connolly  v.  Commercial  National  Bank  in  Shreveport,  189 
F.2d  608. 

The  case  was  decided  by  a  panel  consisting  of  two  district 
judges  and  one  circuit  judge,  and  the  opinion  of  the  court  was 
written  by  a  district  judge.  As  Judge  Fee  points  out  in  his  opin- 
ion of  February  18th,  three  district  judges  have  written  opinions 
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in  the  cause.  Both  of  those  sitting  in  the  Court  of  Appeals  con- 
curred that  the  opinion  written  by  the  district  judge  below  was 
wholly  erroneous.  Yet  the  two  district  judges  writing  opinions 
in  the  Court  of  Appeals  have  completely  differed  from  each  other 
as  well  as  from  the  district  judge  below.  And  no  circuit  judge 
has  written  a  line  on  the  merits.  Finally,  one  of  the  participating 
judges  has  suggested  a  rehearing  en  banc. 

CONCLUSION 

We  respectfully  pray  for  leave  to  file  the  attached  motion  to 
vacate  the  order  striking  the  petition  for  rehearing  en  banc,  and 
submit  that  the  motion  should  be  granted  and  the  petition  for 
rehearing  en  banc  should  be  reinstated  and  submitted  to  the  court 
for  its  action  under  Title  28  U.S.C,  Sec.  46(c) . 

Respectfully  submitted, 

Herman  Phleger 

Moses  Lasky 

Brobeck,  Phleger  &  Harrison 

Frank  C.  Nicodemus,  Jr. 

NoRRis  Darrell 

Mahlon  Dickerson 

LeRoy  R.  Goodrich 

Attorneys  for  Appellant  The 
Western  Pacific  Railroad  Cor- 
poration. 

Herman  Phleger 
Moses  Lasky 

Brobeck,  Phleger  &  Harrison 
Attorneys  for  Appellant  Alexis 
I.  duP.  Bayard,  Receiver. 
San  Francisco 
March  7,  1952. 

(Appendices  follow) 


Appendix  I 

[Caption  omitted] 

On  Appellants'  Petitions  for  Rehearing 

Before:     Healy,  Circuit  Judge 

Fee  and  Byrne,  District  Judges 

Per  Curiam 

The  petitions  of  the  appellants  and  intervenors  for  a  rehearing 
are  denied.  Insofar  as  the  petitions  seek  a  rehearing  en  banc, 
they  are  stricken  as  being  without  authority  in  law  or  in  the 
rules  or  practice  of  the  court.  See  Kronberg  v.  Hale,  9  Cir.,  181 
F.2d  767. 

Appendix  II 

[Caption  omitted] 
On  Appellants'  Petition  for  Rehearing 


Before  Healy,   Circuit  Judge,   and   Fee   and   Byrne,   District 
Judges 

James  Alger  Fee,  District  Judge  (dissenting  and  suggesting  a 
rehearing  en  banc  of  all  Circuit  Judges)  : 

This  cause  involves  the  disposition  of  over  $21,000,000.00.  The 
solution  requires  application  of  novel  statutory  language  affecting 
the  fields  of  bankruptcy  and  taxes.  I  have  expressed  myself  here- 
tofore and  still  feel  that  the  findings  of  the  lower  court  do  not 
support  the  determination  made  by  two  judges  on  the  panel  here. 

I  am  unable  to  agree  with  either  the  denial  of  rehearing  or  the 
striking  of  the  petitions  which  ask  for  a  rehearing  by  the  full 
complement  of  Circuit  Judges  of  this  Court  en  banc.  Two  Dis: 
trict  Judges  and  one  Circuit  Judge  constituted  the  panel  which 
heard  the  case.  As  has  been  pointed  out  in  this  serious  and  im- 
portant litigation,  three  District  Judges  have,   respectively,  ex- 
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pressed  three  widely  divergent  views,  while  no  member  of  the 

Court  of  Appeals  has  written  a  line  on  the  merits. 

I  therefore  suggest  to  the  Court  of  Appeals  a  rehearing  en  banc 
of  all  the  Circuit  Judges.  For  this  there  is  precedent  in  this 
Circuit.^  The  practice,  as  I  understand  it,  substantially  accords 
with  that  of  the  Third  Circuit,-  which  is  admirable.  Inasmuch 
as  this  might  be  the  court  of  last  resort  in  this  case,  it  seems  fairer 
to  have  the  issues  disposed  of  by  Circuit  Judges. 

The  Supreme  Court  of  the  United  States  at  least  once  has  given 
permission  to  an  appellant  to  apply  to  this  court  for  a  hearing 
en  banc,  316  U.S.  649-^  In  taking  that  action,  reference  was  made 
to  Textile  Mills  Securities  Corporation  vs.  Commissioner  of  In- 
ternal Revenue,  314  U.S.  326. 

(Endorsed:)  Filed  Feb.  18,  1952.   Paul  P.  O'Brien,  Clerk. 


^Judges  Denman,  Mathews  and  Stephens  sat  in  Hopper  vs.  United 
States,  9  Cir.,  142  F.2d  167,  and  Judges  Wilbur,  Denman  and  Healy  sat  in 
Crutchfield  vs.  United  States,  9  Cir.,  142  F.2d  170.  At  page  177  of  142 
F.2d  appears  Circuit  Judge  William  Deman's  motion  for  a  rehearing 
en  banc  of  the  Hopper  case,  supra,  wherein  it  is  stated  that  the  cause  is 
"now  pending  for  rehearing  in  this  Court."  Accordingly,  the  rehearing 
of  that  case  was  held  en  banc  before  Judges  Wilbur,  Garrecht,  Denman, 
Mathews.  Stephens  and  Healy,  being  all  of  the  Circuit  Judges  of  this 
Court.  Hopper  vs.  United  States,  9  Cir.,  142  F.2d  181. 

-United  States  vs.  Gallagher,  3  Cir.,  183  F.2d  342,  was  heard  by  a 
panel  of  tu'o  Circuit  Judges  and  one  District  Judge,  and,  upon  suggestion 
of  one  of  the  Judges,  was  heard  en  banc  by  all  Circuit  Judges. 

3See  Robinson  vs.  Johnston,  9  Cir.,  130  F.2d  202. 
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Appendix  III 

No.  12,506 

In  The 

UNITED  STATES  COURT  OF  APPEALS 

For  the  Ninth  Circuit 


Western   Pacific   Railroad   Corporation   and 
Alexis  I.  duP.  Bayard,  Receiver, 

Appellants, 


vs. 


Western  Pacific  Railroad  Company,  Sacra- 
mento Northern  Railway,  Tidewater  South- 
ern Railway,  Deep  Creek  Railroad  Com- 
pany, The  Western  Realty  Company,  The 
Standard  Realty  and  Development  Com- 
pany and  Delta  Finance  Co.,  Ltd., 

Appellees. 


MOTION  TO  VACATE  ORDER  STRIKING  PETITION  FOR  REHEAR- 
ING EN  BANC  AND  REINSTATING  SAID  PETITION.  AND 
PETITION  FOR  REHEARING  EN  BANC. 

Appellants  The  Western  Pacific  Railroad  Corporation 
and  Alexis  L  duP.  Bayard,  Receiver,  hereby  move  the  court 
for  an  order  vacating  the  per  curiam  order  of  January  30,  1951 
striking  these  appellants'  petition  for  rehearing  en  banc  and  re- 
instating said  petition  for  action  thereon  by  the  Court. 
•  The  motion  is  based  on  the  records  of  this  Court  and  is  made 
on  the  ground  that  rehearings  en  banc  are  authorized  by  Title 
28  U.S.C,  Sec.  AG{(:),  that  a  petition  for  a  rehearing  en  banc 
is  an  appropriate  procedure  under  said  section,  and  that  appel- 
lants are  entitled  to  the  action  on  said  petition  of  the  Circuit 
Judges  of  the  Ninth  Circuit  who  are  in  active  service. 


\ 
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And  appellants  The  Western  Pacific  Railroad  Corpora- 
tion and  Alexis  I.  duP.  Bayard,  Receiver,  hereby  petition  the 
court  for  a  rehearing  en  banc  of  the  decision  of  October  29, 
1951. 


Dated:   March  7,  1952. 


Herman  Phleger 

Moses  Lasky 

Brobeck,  Phleger  &  Harrison 

Frank  C.  Nicodemus,  Jr. 

Norris  Darrell 

Mahlon  Dickerson 

LeRoy  R.  Goodrich 
Attorneys   for   Appellant   The 
Western  Pacific  Railroad  Cor- 
poration. 

Herman  Phleger 
Moses  Lasky 

Brobeck,  Phleger  &  Harrison 
Attorneys  for  Appellant  Alexis 
I.  duP.  Bayard,  Receiver. 
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